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“SFBC INTERNATIONAL IS COMMITTED TO PROVIDING

QUALITY CLINICAL DEVELOPMENT SERVICES TO OUR CLIENTS,

PROTECTING THE SAFETY OF OUR STUDY PARTIOITANTS,

2

PRCVIDING MEANINGFUL OPPORTUNITIES FOR CUR EAFPLOYERE

AND INMCREASING VALUE POR OUR SHAREHOLDERS.

WE ARE PURSUING THESE OBJECTIVES WHILE MATNTAINING
THE HIGHEST STANDARDS OF MEDICAL, SCIENTIFIC, BUSINESS,

AND PERSONAL BTHICS.”

—=[]EFFREY P. MCMULLEN, PRESIDENT AND CHIEF EXECUTIVE OFFICER




TO OUR SHAREHOLDERS

2005 was a year of growth and change for SFBC International. Throughout the
first three quarters of 2005, we continued to advance our relatlonshlps with our
clients and develop value for our shareholders. During the fourth quarter, issues
relating to our Miami facility had a negative impact on our results. Despite these
issues, direct revenue for 2005 was $334.8 million, an increase of 125% over direct
revenue for 2004.

J
We have since taken a number of actions regarding our Florida operations, and we will continbe to make
changes as they are needed to strengthen our position as a respected leader in global pharmaceutical

development. We believe that with our recent organizational and process changes, the compény is
positioned to capitalize on the double-digit growth in the outsourced drug-development indu’stry.

f
3
2005 Highlights :

This was the first year in which we were able to offer clients a more comprehensive range of §ewices
covering essentially every phase of clinical pharmaceutical development on a global basis. As a result of our
extended clinical, laboratory, and consulting capabilities, many opportunities materialized for lus in 2005 as
clients took advantage of our ab|||ty to provide services across the entire clinical development spectrum.

|

|

One of our notable achievements that began in 2005 was a thorough reorganization of opera!ntions,

including centralizing key corporate functions and realigning the management of clinics and laboratories.
Our Early Clinical Development business focuses on services for Phase | clinical development, :
bioequivalence, bioanalytical laboratory assays, and central laboratory testing. Our Late Clmlc(al
Development business specializes in services for Phase II-IV clinical development and regulatory
consulting as well as information technology tools and services for use in clinical trials. |
|
|
Our Early Clinical Development business comprises the operations of Anapharm, Taylor, and several other
subsidiaries. Through this segment, the company provides Phase |, bioequivalence, and b|oanalyt|cal laboratory
services. Revenues for the Early Clinical Development business were $177.2 million for 2005, icompared to

$135.0 million for 2004. [
%

Throughout 2005, Anapharm and Taylor continued to contribute impressive gains in revenué In January
2005, Anapharm opened a new bioanalytical laboratory in Toronto, Canada. The Toronto laboratory

offers the latest liquid chromatography/mass spectrometry technology as well as highly autornated robotic
instruments to expedite sample analyses. With the opening of the Toronto laboratory, the company now
provides clients with more than 900 validated assays, available through flve'ﬁboratory Iocanns Quebec City,

Toronto, Princeton, Philadelphia, and Barcelona.

|
\
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Our Late Clinical Development business is managed by PharmaNet, which offers clinical development and
consulting services for Phase -V clinical studies on a global basis.

PharmaNet conducts studies in virtually all therapeutic areas. In addition, PharmalNet has speciaity divisions
to meet our clients’ specific needs. During 2005, PharmaNet formed two new therapeutic-specialty divisions:
Dermatology and Ophthalmology. As with all our specialty divisions, these two offer outstanding, dedicated
expertise and an established record of success. Our therapeutic divisions currently include:

B Cardiology and General Medicine

@ Dermatology

B Infectious Diseases

B Neurosciences

B Oncology
B Ophthalmology

In addition to the expertise provided by our therapeutic divisions,
PharmaNet also offers expertise in many other areas of clinical
research, including:

@ Combination Products

B Consulting

& Global Safety and Pharmacovigilance

B Pediatrics

B Information Technology

During 2005, PharmaSoft®, our Information Technology division, continued to develop web-based,
web-accessible products that unify the collection, management, and reporting of clinical-trial information
in a single, easy-to-use platform. The flagship product of PharmaSoft is WebSys®, a complete clinical

data management and electronic data capture system. WebSys offers a significant competitive advantage
in its ability to manage data seamlessly through all phases of clinical development.

PharmaNet increased its global presence in 2005. Included in the expansion was the opening of an office
in Singapore that serves as our hub of operations in the Asia/Pacific region. PharmaNet also opened offices
in Boston, Massachusetts; St. Petersburg, Russia; and Mumbai, India. The St. Petersburg office adds to our
presence in Eastern Europe, including offices in Moscow and in Warsaw. The Mumbai office complements
our office in Bangalore, and includes a complete data management center with biostatistics capabilities.
With the opening of Mumbai, PharmaNet now offers our clients six global data management centers.

All our data management centers follow one set of standard operating procedures to ensure global
consistency and address local cultural differences.

2005 was the first year in which PharmaNet posted financial results as a member of the SFBC organization.
Revenues for the Late Clinical Development business were $157.5 miflion, compared to $13.9 million in 2004,
prior to the purchase of PharmaNet.
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It is gratifying to learn that your good work is recognized, especially when the recognition comes from

a respected source of information about the clinical-research industry. In June 2005, CenterWatch Monthly
named PharmaNet as the Best Contract Research Organization (CRO) in the United States, accordlng to
surveys of the physicians and their staffs with whom we work. This achievement follows a 2004 CenterWatch
survey that had simifarly named PharmalNet as the Best CRO in Europe. }
|
Our Outlook for 2006 '

The company will seek to expand during 2006. We are currently identifying possible opportunijties for new
offices in Europe, South America, North America, and Asia. We will also expand the marketing of our PharmaSoft
Information Technology solutions. With the recent addition of integrated components to manage laboratory data
and dictionary-coding information, WebSys is now a full-featured Clinical Data Management Systern.

[

i
One of our key strategic priorities going forward is to integrate our businesses more closely wnth
hands-on management by a single team. To do this, we will: y

B Continually implement process and organizational improvements

& |dentify and integrate future strategic acquisitions

|
|
|
)
|

|

As a co-founder of PharmaNet, | take special pride in having helped to create a company and(buuld it

into an industry eader. Throughout 2006, we will celebrate PharmaNet’s 10th anniversary, a decade of
growth achieved by delivering a positive outsourcing experience to our clients. The founding principles
of PharmaNet have become the foundation of the entire company.

B Continue to operate with adherence to the highest levels of quality and integrity

Over the past decade, PharmaNet has grown from a start-up into an industry leader. Most remarkably,
the PharmaNet leadership team has remained relatively constant during that period because Yve all share
the belief that our company has a continuing mission to provide quality clinical development services to
our clients, to protect the safety of our study participants, to provide meaningful opportunitie:s for our
employees, and to increase value for our shareholders. And we believe in pursuing these objectives while
maintaining the highest standards of medical, scientific, business, and personal ethics. | am committing

the entire company to the rigorous support of these principles.

We will reinforce our commitment through training, client-feedback programs, and online res{'ources.

As an example, one program that we have already begun is the PharmaNet Client Relationship Program (PCRP).
PCRP involves an enlightening process of client surveys and team meetings to resolve open issues and to
communicate our successes to other teams. Through such programs and the commitment of our employees,
we intend to become the premier CRO, delivering a comprehensive array of services for global pharmaceutical
development. We appreciate your support and will work diligently to earn your respect as we develop

value worldwide.

Jeffrey P. McMullen
President and Chief Executive Officer
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ABOUT SFBC INTERNATIONAL

The company is a global, contract research organization (CRO) providing a comprehensive range
of clinical development, consulting, and laboratory services to branded pharmaceutical, generic drug,

biotechnology, and medical device companies.

Qur Mission

The company has a continuing mission to provide quality clinical development services to our clients,
to protect the safety of our study participants, to provide meaningful opportunities for our employees,
and to increase shareholder value. We are pursuing these objectives while maintaining the highest standards

of medical, scientific, business, and personal ethics.

Focus on Clinical Development

The company is focused on government-mandated testing of products in our target market.
Regulatory agencies require that potential new medicines and medical devices undergo rigorous
testing before they are approved for marketing. The clinical portion of the testing process is generally

grouped into four phases:

Phase I:  Studies of safety, dosage, and side effects on 20-80 healthy study participants.

Phase Il:  Safety and efficacy studies of 100-200 study participants affected by the condition of interest.

Phase Ill: A broader sampling of several-hundred study participants affected by the condition of
interest. These studies monitor safety and efficacy and may compare the study drug with

other treatments for the condition.

Phase IV: The broadest possible study of long-term effects in specific study-participant populations,
undertaken after the product has been approved for marketing. Thousands of study participants

are typically involved.

In addition to services for conducting and monitoring clinical trials, the company also offers:

Bioeqguivalency services

Conducting studies to show that generic
products are biologically equivalent to the
branded products.

Consulting services

Providing objective, creative solutions

to the many challenges that can occur

in every phase of regional and global
programs. Company professionals include
former senior-level FDA officials who bring
a hands-on, regulatory perspective to the
pharmaceutical development process.
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Clinical laboratory services

Analyzing parameters — such as hematology,
blood chemistry, and clinical toxicology —
to assess the eligibility of study participants
into Phase | and bioequivalence studies.

Bioanalytical laboratory services

Developing and using bioanalytical methods

to quantify a drug’s presence in biological fluids
and to analyze its absorption, distribution,
metabolism, and excretion for Phase | and
bioequivalency studies.




Growth in All Four Phases

The markets served by the company are large and growing, with spending on pharmaceutlcal development

rising in all phases:
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In recent years, approximately 30% of
drug development spending in all
phases has been outsourced to CROs:
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CROs most likely to benefit from t[his growth

are those with the resources to successfully cope
with global drug development of ever increasing
complexity. As the Association of Cllnlcal Research
Organizations (ACRO) notes, ”The\ industry is
evolving toward a full-service mod“el...focused on
offering a complete range of services that can be
harnessed from the earliest stages 'of development

through post-approval research.” ;
|
|
|
!
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OPERATING ON A GLOBAL SCALE

Until recently, the major arena for drug development has been the United States and Western Europe.
However, cost and regulatory-compliance issues in these regions have drug-development companies
showing increased interest in conducting clinical studies in emerging areas. Relevant issues driving
the trend toward globalization include:

B Seasonal continuity, such as studying medications for diseases prevalent
during winter in Northern and Southern hemisphere locales

B Specific climate conditions, such as studying medications for malaria
in a tropical environment where incidences of the disease are high

B Participants in special populations
H High degree of patient compliance in areas with limited access to health care

B Availability of study participants who have never been treated for the
condition, when previous treatments could adversely affect scientific validity

B Abbreviated timelines enabled by more favorable regulatory requirements

M Lower costs associated with investigative sites

Global Operations

The company meets our clients’ need for global operations through a strategically deployed
network of resources, all positioned to address large, complex global programs
throughout the entire clinical development timeline.

2 ), O O O + Employees’;/
3 O + Offices |
2 6 Countries

Continents
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Local Expertise

Global pharmaceutical development requires more effort than merely opening offices
in other countries. To ensure that our clients receive maximum benefit from
globalization, each office provides local expertise in the form of:

B Access to local investigators

B Contact with local regulatory authorities
and thought leaders

B Access to large pools of study participants who
have never been treated for the condition of interest

Familiarity with local languages and customs

B Access to a global network of data management
and biostatistics centers

® Availability of PharmaSoft® information Technology
that can be easily customized for the local language
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CORPORATE STRUCTURE

In 2005, the company was structured as a parent and 8 subsidiaries:

SFBC
International

SFBC Anapharm

- I
SFBC Mlaml SFBC Anapharm l: SFBC Ft. Myers

‘ Europe

1 -

4

I

|

L

SFBC Taylor J e NN

Laboraiy: Pharmy

SFBC CPS

For 2006, we are simplifying our operations by aligning core functions under 2 key functional areas:

Parent
Company

\

Late Clinical Development

Early Clinical Development Late Clinical Development

This group is structured to meet increasing industry
demand as international regulatory agencies, such as
the US FDA, encourage greater use of exploratory
investigational new drug (IND) studies to improve
clinical-success rates. Demand for bioequivalence
services will also increase as branded pharmaceuticals
lose patent protection and become available to
generic manufacturers.
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This group is structured to conduct Phase IIHYV
clinical programs and to meet sharply rising demand
for post-marketing studies and risk-management
programs that address safety and efficacy concerns.
The FDA has indicated that it will increase its
demand and boost its monitoring capacity for
post-marketing (Phase Illb-IV) programs

while encouraging sponsors to implement
risk-management programs.




M Volunteer recruitment W Project management M Patient recruitment

i Bioequivalence trials M Site management B Phase -1V studies

and monitoring

B Protocol development M Clinical laboratory

[ Bioanalytical Laboratories
B Sample analysis B Discovery B Method development
B Stability evaluation N Biomarkers and validation

S i :
Regulatory

B Documentation B Safety/pharmacovigilance W Advisory/safety
B Submission B Scientific and medical writing committee participation
B QA/QC
{ Clinical Pharmacology
B Data management B Biostatistics B PK/PD modeling

B SAS® programming

o

~ Late Phase Development

B Efficacy, toxicity, dosage-
optimization, market
expansion, and agency-
mandated studies

R GEICE Fr———
Consul
B Regulator B Promotional assistance M Clinical
g y

W Statistical
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FINANCIALS

Balance Sheet Data (in US $M)

Cash, cash equivalents, and investments

in marketable securities 38.8 34.6
Total assets 572.5 558.2
Total stockholders equity 282.2 172.4

Income Statement Data

Direct revenue (US $M) 334.8 148.9 93.8
Total net revenue (US $M) 429.6 159.6 103.9
Earnings from operations ($US M)* 21.0 27.5 14.6
Net earnings (US $M)* 4.8 19.7 11.6
Diluted earnings per share (US $)* 0.26 1.25 0.92
Diluted shares used in computing 18.4 15.8 12.5
earnings per share (M)

* These items include the impact of a non-cash goodwill impairment charge of $20.3 million for the period
ended Dec. 31, 2005
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THE MANAGEMENT TEAM

Mr. McMullen is a 32-year veteran of drug development, with extensive
experience in both the outsourcing and pharmaceutical sides of the

industry. In 1996, he was one of the founding members of PharmaNet,
initially serving as Senior Vice President of Business Development and steadily
rising to his current role as President and Chief Executive Officer. Prior to
1996, Mr. McMullen was a member of the senior management team at
Corning Pharmaceutical Services (now Covance), where he worked with
many members of the current management team at SFBC International.

He spent 13 years at Covance, serving in a variety of senior-level executive
positions in operations, business development, and marketing. Mr. McMullen

Jeffrey P. McMullen

President and i ) . .
Chief Executive Officer began his professional career at Sterling Drug (now part of Sanofi-Aventis),

holding positions in clinical research, quality assurance, and drug metabolism.

James P. Burns, |r., PhD Mark Di lanni Pablo Fernandez,
LMS, FFPM

Steven A. George Dalvir Gill, PhD Jack W. Green, PhD
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John P. Hamill, CPA Gregory M. Hockel, lan Holmes, PhD Johane Boucher-
MBA, PhD Champagne, DSA

Mary F. Johnson, PhD Michael E. Laird, RPh Sean P. Larkin Marc LeBel, PharmD

David Natan Thomas ). Newman, MD Robert Reekie, Robin C. Sheldrick
MBChB, FFPM ‘

|
|
|
|
|
|
|
|
|
|
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Jack Levine, CPA
Chairman of the Board,
SFBC international 1

Jeffrey P. McMullen
President and Chief Executive
Officer, SFBC International

Arnold Golieb
Managing Partner,
KPMG Peat Marwick (ret.)

David Lucking

Senior Executive Vice President
and Chief Operating Officer,
ACCU-BREAK Pharmaceuticals,
Inc.; Executive Director of
Regulatory Affairs, Noven
Pharmaceuticals, Inc. (former)

Lewis R. Elias, MD
Senior Partner, South Florida
Cardiology Associates;
affiliated with the Miami
Heart Institute and

Mt. Sinai Hospital

#2005 culminated in a number of strategic
changes taken by the board of directors
to strengthen the future outlook of the
Company. In 2006 and beyond, the board
remains committed to accountability while
delivering shareholder value and adhering
to best corporate governance practices.”

-Jack Levine, CPA Jeffrey P. McMullen
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Board of Directors

Jack Levine, CPA
Chairman of the Board,
SFBC International

jeffrey P. McMullen
President and Chief Executive
Officer, SFBC International

Arnold Golieb
Managing Partner, KPMG Peat
Marwick (ret.)

David Lucking

Senior Executive Vice President and
Chief Operating Officer, ACCU-BREAK
Pharmaceuticals, Inc.; Executive
Director of Regulatory Affairs, Noven
Pharmaceuticals, inc. (former)

Lewis R. Elias, MD

Senior Partner, South Florida
Cardiology Associates;

daffiliated with the Miami Heart
Institute and Mt. Sinai Hospital

© Copyright 2006 SFBC International, inc.
All rights reserved

Shareholder information

Corporate Office

SFBC Internaticnal

504 Carnegie Center
Princeton, NJ 08540-6242
Tel (609) 951-6800

Fax (609) 514-0390
www.sfbci.com
www.pharmanet.com

Transfer Agent and Registrar
American Stock Transfer

& Trust Company

59 Maiden Lane

Plaza Level

New York, NY 10038

Tel (866) 668-6550

Fax (718) 765-8743

Independent Auditors
Grant Thornton LLP
Two Commerce Square
2001 Market Street
Suite 3100
Philadelphia, PA 19103
Tel (215) 561- 4200
Fax (215) 561-1066

Legal Counsel

Morgan, Lewis & Bockius LLP
502 Carnegie Center
Princeton, Nj 08540

Tel (609) 919-6600

Fax (609) 919-6701

Investor Relations

Evan Smith, CFA/Erica Pettit
Financial Dynamics

88 Pine Street

New York, NY 10005

Tel (212) 850-5600

Fax (212) 850-5790

Annual Report and Form 10-K/A
A copy of the Company’s Form
10-K/A filed with the Securities
and Exchange Commission, which
is provided in this Annual Report,
is available without charge upon
request by contacting SFBC
International or visiting
www.sfbci.com.

Annual Meeting

The annual meeting of
shareholders will be held

at 9:30 am Eastern Daylight
Time on Thursday, August 24,
2006, at the Hyatt Regency
Princeton, 102 Carnegie Center,
Princeton, New Jersey 08540.
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Explanatory Note

We are filing this Amended and Restated Annual Report on Form 10-K/A of SFBC International, Inc.
(the “Form 10-K”) to include the information required by Part III of the Form 10-K as we no longer anticipate
filing our proxy statement for the 2006 annual meeting, within 120 days of December 31, 2005. With the
exception of the inclusion of information required by Part III, no information contained in this Form 10-K has

been changed.
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PART 1

[TaNYs

As used in this Annual Report on Form 10-K, “we,” “our,” “us,” the “Company,” and “SFBC” refer to
SFBC International, Inc. and its subsidiaries, unless the context otherwise requires. All references in this
Report to shares of common stock, options outstanding and per share information have been adjusted to give
effect to a May 2004 three-for-two stock split effected as a 50% stock dividend.

Item 1. Business.
General

We are a leading global drug development services company, providing a broad range of both early and
late stage clinical drug development services to branded pharmaceutical, biotechnology and generic drug and
medical device companies around the world. We have conducted clinical trials on many leading drugs, and our
clients include many of the largest pharmaceutical, biotechnology and generic drug companies in the world.
Effective with the year ended December 31, 2005, we have initiated reporting our results of operations in two
segments — early stage and late stage clinical development. Early stage consists primarily of our Phase 1
clinical trial facilities, our bioanalytical laboratories and our clinical laboratories. Late stage consists of our
subsidiary, PharmaNet, Inc., which primarily provides late Phase II through Phase IV services.

In early stage clinical development services, we specialize primarily in the areas of Phase I clinical trials
and bioanalytical laboratory services. We operate four early stage clinical trial facilities located in Miami and
Ft. Myers, Florida and in Quebec City and Montreal in Canada. We plan to open a fifth early stage facility in
Toronto, Canada during the third quarter of 2006, and move our Quebec City clinical trials facility and
bioanalytical laboratory to a new state-of-the-art facility in Quebec City in the second quarter of 2007. Our
Canadian operations (excluding PharmaNet) accounted for approximately 26% of our 2005 consolidated direct
revenue. Our Miami facility, which formerly had a capacity of 675 beds and housed our corporate
headquarters, has experienced significant changes since early November 2005. These changes, which are
described throughout this Report, have resulted in a reduction of capacity in the Miami facility from 675 beds
to 350 beds.

We provide bioanalytical services, including early clinical pharmacology, through our five bioanalytical
laboratories located in Philadelphia, Pennsylvania, Princeton, New Jersey, Quebec City and Toronto, Canada,
and Barcelona, Spain where we are a 49% joint venture partner. We primarily conduct early stage clinical
trials for the branded pharmaceutical and biotechnology industries in our United States facilities. Our Canadian
facilities, which currently have approximately 318 beds and include Anapharm Inc., our principal Canadian
subsidiary, operate early stage clinical trial units in Montreal and Quebec City, bioanalytical laboratories in
Quebec City and Montreal and a clinical laboratory in Montreal. These facilities primarily service the generic
drug industry, although approximately 19% of Anapharm’s revenue comes from branded pharmaceutical and
biotechnology companies.

‘We have developed and currently maintain extensive databases of available individuals who have
indicated an interest in participating in future early stage clinical trials. We believe the effectiveness of our
proprietary databases in facilitating clinical trial recruitment provides a key competitive advantage by enabling
us to reduce the costs and delays associated with advertising and other recruitment methods typically used in
our industry, although we use these other methods to some extent. We believe our strength in rapidly recruiting
clinical trial participants can enable our clients to reduce their drug development lead times by generating the
data they require. We believe our capabilities make us a desirable drug development services partner. We
further differentiate ourselves from our competitors based on our ability to recruit specialized populations for
difficult-to-recruit early stage clinical trials. We have expertise and experience in recruiting for and conducting
trials involving a variety of areas including cardiovascular, dermatology, diabetes, geriatrics, hepatic disease,
HIV positive, neurology, ophthalmology, pediatrics, post-menopausal conditions, pulmonology and renal
disease.

Through PharmaNet, which we acquired in December 2004, we offer late stage clinical development
services. This acquisition provides us with a more diverse revenue base from both early and late stage clinical
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development services, and PharmaNet accounted for approximately 47% of our direct revenue iﬁ 2005. We
expect these percentages to increase in 2006 as the result of the decline in our early stage Miam“i-based
business. We now provide late stage clinical development and related services through a network of 26 offices.
Our global platform facilitates optimal site selection, timely patient recruitment and the efficient conduct of
complex worldwide clinical trials. We believe that we now have strong late stage development expertise in
most therapeutic areas including oncology, neurosciences, cardiovascular and infectious diseases&. In our late
stage business, we also use a full line of proprietary software products specifically designed to support clinical
development activities. These web-based products, which we believe comply with the Food and Drug
Administration, or FDA, and international guidelines and regulations governing the conduct of clinical trials,
facilitate the collection, management and reporting of clinical trial information. To date net revenue derived
from these products has not been material. [

We believe the greatest opportunity to leverage our core clinical trials and bioanalytical labbratory
services businesses exists in offering our clients a broad range of complementary services, including data
management and biostatistics, clinical laboratory services, medical and scientific affairs, regulatory affairs and
submissions and clinical information technology, or IT, services. We believe that these added capabilities can
provide our clients with a comprehensive service offering to expedite the drug development process. We also
believe this can provide us with cross-selling opportunities. |

We have been providing drug development services since 1984. Commencing with our ﬁrst:acquisition in
March 2000, we have grown rapidly through strategic acquisitions of related businesses through 2004 that have
broadened our range of services, as well as through internal growth. Our key acquisitions to date include
PharmaNet and Anapharm. Through our December 2004 acquisition of PharmaNet, for which we paid
approximately $250.5 million in cash, we substantially expanded our late stage clinical development service
offering to become a balanced global provider of both early and late stage clinical development services.
Anapharm, which we acquired in March 2002 for $26.7 million in cash and 251,063 shares of our common
stock, is a provider of early stage clinical trials and bioanalytical laboratory services primarily to: generic drug
companies. This acquisition established our presence in the generic drug industry. |

The following chart summarizes our growth: ‘
Date of Transaction Lc‘catimg

December 2004. . ......

Name Current Business

Nine North' American
offices

PharmaNlNet, Inc. Late Stage Clinical Trial

Management

Twelve European offices
plus Buenoé Aires,
Argentina; Sydney,
Australia; Bangalore,
India; Mumbai, India;
and Singapore

July 2004 . ...........

October 2003 .. .......

Taylor Technology, Inc.
SFBC Anapharm Europe

Bioanalytical Laboratory  Princeton, New Jersey

Bioanalytical Laboratory =~ Barcelona, Spain

August 2003 . ......... Clinical Pharmacology

Associates(1)

SFBC New Drug
Services Canada, Inc.(2)
(remaining 51% interest
not previously owned by
Anapharm Inc.)

July 2003 . ...........

March 2003 SynFine Research Inc.

(49% interest in joint
venture)

Early Stage Clinical
Trials

Late Stage Clinical Trials
Management

Chemical Synthesis

Miami, Flo;ida
!
London, Ontario, Canada

|

I
Toronto, Canada

|

i
|
|
|
|




Date of Transaction

September 2002

Name

New Drug Services,
Inc.(3)

March 2002 Anapharm Inc.

August 2001 .......... KeyStone Laboratories

February 2001......... Lee Coast Research, Inc.

March 2000 .......... Pharmaceutical
Development Associates,
Inc.(2)

1984 (formation). . ... .. SFBC International, Inc.

(1) Now part of our Miami subsidiary.
(2) Now part of PharmaNet.

(3) Now operating as Clinical Pharmacology Services.

Industry Overview

Current Business

Data Management,
Biostatistical and
Regulatory

Early Stage Clinical
Trials and Bioanalytical
Laboratory

Early Stage Clinical
Trials and Clinical
Laboratory Services
Early Stage Clinical
Trials (opening in third
quarter 2006)
Bioanalytical Laboratory
(opened in January 2005)

Bioanalytical Laboratory

Early Stage Clinical
Trials (120 beds)

Late Stage Clinical Trials
Management

Early Stage Clinical
Trials and Clinical
Laboratory Services

Location

Kennett Square,
Pennsylvania

Quebec City, Canada

Montreal, Canada

Toronto, Canada

Toronto, Canada

Philadelphia,
Pennsylvania

Ft. Myers, Florida

Charlotte, North Carolina

Miami, Florida

Worldwide pharmaceutical drug sales were approximately $498 billion in 2004, according to Datamonitor,
a provider of business information to the pharmaceutical and healthcare industries. Datamonitor projects that
pharmaceutical drug sales will increase to approximately $648 billion in 2008. Pharmaceutical and biotechnol-
ogy companies invested approximately $75 billion in research and development activities in 2004, according
to a research report by Jefferies & Company, Inc., a broker-dealer, and Jefferies expects this amount to grow
to approximately $110 billion in 2008. Tufts Center for the Study of Drug Development estimates that the
average cost of developing a drug is approximately $870 million and the development, on average, takes

almost 12 years.

The drug development services industry constitutes a significant and growing portion of all pharmaceuti-
cal and biotechnology drug development activity. By outsourcing drug development activities, pharmaceutical,
biotechnology and generic drug companies can reduce their fixed costs and investment in infrastructure and
focus their resources on sales and marketing, drug discovery and other areas in which they can best
differentiate themselves. In 2004, approximately $13 billion, or approximately 27% of total research and
development expenditures, was outsourced to the drug development services industry, according to Jefferies,
which expects this amount to increase to approximately $22 billion, or approximately 30%, in 2008. Jefferies
estimates that from 2003 to 2008, biopharmaceutical research and development expenditure and outsourced
development expenditure will grow at an annual rate of 9.2% and 14.2%, respectively.



The product development process
Branded drugs

The branded drug research and development process primarily consists of two stages: pre-clinical and
clinical. The pre-clinical stage consists of screening and analysis of chemical compounds to identify the most
promising leads for continued drug development prior to human clinical trials. We do not provide any pre-
clinical services. The clinical stage includes studies with healthy participants, as well as those w1th targeted
diseases, impairments or conditions.

Prior to commencing most human clinical trials in the United States, a pharmaceutical or bioiechnology
company must file with the FDA an Investigational New Drug, or IND, application, which includes
manufacturing data, pre-clinical data, information about any use of the drug in humans for other purposes and
a detailed plan for the proposed clinical trials. The effective design of these trials, referred to as study
protocols, is essential to the success of the drug development effort. The study protocol must be de51gned to
assess the effectiveness and safety of new drugs and to generate the data that the FDA will requ1rq in
connection with the approval of the drug. If the FDA does not comment after an IND application is filed,
human clinical trials may begin within 30 days. In other countries in which we operate, pharmaceutical and
biotechnology companies must follow similar regulatory procedures with the respective equlvalent‘ governmen-

tal authorities. |

The human clinical trials stage is the most time-consuming and expensive part of the drug re:search and
development process. Trials in humans usually start on a small scale to assess safety and then expand to larger
trials to test both safety and efficacy. Trials generally are grouped into four stages known as Phase I, Phase II,
Phase III and Phase IV: ;

)
* Phase I trials involve testing a drug on a limited number of participants, typically 20 to 80 persons per
study, to determine the drug’s basic safety data, including tolerability, absorption, metabolism and
excretion. This phase, which lasts an average of six months to one year, is comprised of nu;merous

clinical trials of short duration. |

* Phase Il trials involve testing a small number of participants, typically 100 to 200 persons ‘lwho qualify
for inclusion in a clinical trial based upon meeting the applicable trial protocol’s criteria and having a
particular medical condition, to determine the drug’s safety profile and effectiveness and h(:)W different
doses work. This phase, which lasts an average of one to two years, is comprised of several longer

duration clinical trials. !

* Phase III trials involve testing large numbers of participants with a medical condition, typically several
hundred, to verify drug efficacy and safety on a large scale. These trials usually involve numerous sites.

* Multiple trials are often conducted within each of Phase I through Phase III. After successfully
completing all three clinical phases, a company submits a new drug application, or NDA, to the FDA
requesting that the drug be approved for marketing. The NDA is a comprehensive filing th%lt includes,
among other things, the results of all pre-clinical studies and clinical trials. In other countries in which
we operate, a similar filing procedure is required with the respective equivalent governmental

authorities. |

¢ Phase IV clinical trials, which are conducted after drug approval, may also be required by the FDA or
equivalent foreign regulatory authority. These additional trials are required in order to monitor long-
term risks and benefits, to study different dosage levels or to evaluate different safety and e;fﬁcacy
parameters.

Generic drugs

Generic drugs are the chemical and therapeutic equivalents of branded drugs, and are usuallyj marketed
after patent expiration of the relevant branded drug. Regulatory approval is normally required bef@re a generic
equivalent can be marketed. Approval is sought for generic drugs through the submission to the FDA of an
abbreviated new drug application, or ANDA. An ANDA may be submitted for a drug on the basis that it is the

!
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equivalent of a previously approved drug. In other countries in which we operate, pharmaceutical and
biotechnology companies must follow similar regulatory procedures with the respective equivalent governmen-
tal authorities.

Generic drugs must meet the same quality standards as branded drugs. However, a NDA (the form of
submission required for approval of a new branded drug) requires that complete clinical trials be conducted.
An ANDA for a generic drug generally only requires the submission of data from bioequivalence studies,
which usually compare the rate and extent of absorption and levels of concentration in the blood stream of the
generic drug product with that of the previously approved drug. Proving bioequivalency generally requires
demonstrating that the rate and extent of absorption of the generic formulation falls within an acceptable
range, typically 80%-125%, of the results achieved by the branded drug.

Bioequivalency studies are normally conducted in two stages. The first stage involves conducting pilot
trials with a limited number of human subjects to justify advancing a generic formulation to more costly
pivotal trials. Commonly, these pilot studies are conducted simultaneously on several different formulations of
the same drug, to determine the formulation most closely bioequivalent to the branded drug and most likely to
achieve a successful result in pivotal studies and upon ANDA submission. The second stage, pivotal
bioequivalency trials, are studies conducted on a substantially larger group of subjects, in order to produce
data that meets the degree of statistical significance anticipated to be required by the FDA.

The timing of final approval of an ANDA depends on several factors, including whether any listed patents
for the drug are being challenged and whether the branded drug manufacturer is entitled to any statutory
exclusivity periods, during which the regulatory authorities may be prohibited from accepting applications for,
or approving, generic equivalents. In certain circumstances, a regulatory exclusivity period can extend beyond
the life of a patent, and thus block an ANDA from being approved on the patent expiration date.

505(b)(2) approval

Another FDA approval route increasingly utilized by both generic and branded companies is a “505(b)(2)
application.” That section of the Hatch-Waxman Act permits an applicant to rely upon the FDA’s prior finding
of safety and efficacy for a drug, or upon published literature establishing that drug’s safety and efficacy, but
also may require that the applicant perform some clinical safety and efficacy studies. Such 505(b)(2)
applications are generally utilized for significant variations of an approved drug, for new dosage forms of an
approved drug, for substitution of one active ingredient in a combination drug product or other significant
changes that would make the generic drug ANDA route unavailable. The FDA has expanded the scope of
products subject to S05(b)(2) approval, and this may, in turn, expand the market for clinical tests and other
related services for an NDA submission such as those offered by us.

Medical devices

Medical devices are regulated by the FDA, which has established three regulatory classes for medical
devices based on the degree of control believed necessary to assure the various types of devices are safe and
effective. Depending on the type of device, pre-market approval by the FDA may be required and in some
cases data derived from clinical trials regarding the safety and effectiveness of the device must be filed.
Devices in Canada and the European Union are also generally regulated on a risk assessment basis with higher
risk classes requiring more complex submissions and disclosure.

Industry trends

The drug development services industry provides product development services to the branded pharma-
ceutical, biotechnology and generic drug industries. The drug development services industry has evolved from
providing clients with limited clinical trial services in the 1970s to providing a comprehensive range of
services, including discovery, pre-clinical evaluations, study protocol design, clinical trial management, data
collection, bioanalytical and statistical analysis, regulatory affairs and submissions.
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We believe the drug development services industry’s growth is being driven primarily by thelfoll()wing:
!
Emergence of new research technologies that are resulting in greater drug development actif}ities
|
Over the past 20 years, economic opportunities and technological advances have dramatically changed the
drug discovery process. The primary outcome of these changes has been increased efforts to pursue more
disease targets and to discover, at a high rate, drug compounds that are therapeutically effective algainst these
targets. As of March 2005, there were more than 7,800 drug compounds in active pre-clinical or ¢linica1
development compared to less than 5,800 as of March 1998, according to PJB Publications, an independent
publisher of information for the pharmaceutical and biotechnology industries. Branded pharmacedtical,
biotechnology and generic drug companies may increasingly find that they do not have sufficient linternal
development resources or know-how to cope with the increased number and diversity of new drug candidates,
especially as they enter the clinical trial process. We believe the increase of drug compounds in clinical
development will increase demand for drug development services companies. t

t

Over the past five years, there has been a large increase in the number of drugs in pre-clinicél and early
stage clinical development. According to PJB Publications, there were 3,906 compounds in pre-clinical testing
in March 2005 compared to 3,030 in March 1998. Additionally, PJB Publications estimates that, as of March
2005, 865 drugs were in Phase I clinical testing, as compared to 521 in March 1998, and 1,268 d:rugs were in
Phase II clinical testing in March 2005 as compared to 771 in March 1998. New research and de\tfelopment
technologies combined with genomic and proteomic capabilities are also facilitating the testing of new
compounds for multiple indications and in combination with existing treatments. According to the FDA, the
number of active commercial INDs has increased from 3,883 in 2001 to 4,827 in 2004, representing an
increase of over 24%. We believe that this increase in drug discovery and early clinical developmént will drive
significant growth in late stage clinical development as product candidates advance from the earlier to later
stages of the drug development process. ‘

Escalating research and development expenditures by pharmaceutical companies

Increases in global research and development expenditures by the major pharmaceutical companies have
broadly tracked the increase in pharmaceutical revenues over the past 10 years. According to Jefferies, the
outsourcing of clinical trials for pharmaceutical and biotechnology products is expected to increase from
approximately 27% of total research and development expenditures in 2004 to approximately 30% in 2008.
We believe key drivers of this increasing penetration of outsourcing of clinical development services include
the fixed cost nature of clinical trial capacity and the increasing need for the specialized expertlse that the
clinical research organization industry offers.

|
Changes in the regulatory environment :

We believe that the FDA is becoming more demanding with respect to the data required to sjupport new
drug approvals and is seeking more evidence regarding the safety and efficacy of new drugs. Theichanging
population demographics associated with a larger aging group is further exacerbating this trend due to safety
concerns regarding the interaction of multiple medications. As a result, the complexity of clinical' trials and
the number of participants required for clinical trials are increasing, which we believe is resulting in an
increase in the demand for the services provided by drug development services companies, with a particular
increase in Phase I and Phase IV safety trials. Additionally, draft guidance circulated by the FDAI beginning in
2002 recommends QT/QTc interval prolongation cardiac safety studies of drugs early in clinical development.
Such QT/QTc studies are typically large studies requiring significant numbers of participants. It ijs uncertain
what, if any, impact the recent safety issues surrounding Vioxx and Celebrex may have.

We believe that the FDA is also increasing scrutiny of all aspects of the pharmaceutical industry. Much of
this emphasis is likely to be placed on pharmaceutical manufacturers, but it is possible that the FDA will
increase its inspections of clinical development services companies such as SFBC. It is uncertain 'what impact
any increase in inspections would have on the clinical development services industry.
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Historically there have been differences in regulatory requirements relating to Phase 1 studies between
certain European countries, particularly the United Kingdom and Germany, and North American countries.
This has driven significant Phase I clinical trials business to Europe that would likely otherwise have been
conducted in the United States or Canada. Until recently, Phase I human testing in these European countries
typically commenced immediately after initial regulatory submission, whereas in the United States and Canada
a 30-day waiting period was required after submission of an IND to allow for regulatory review and comment.

Growth of the biotechnology industry

The biotechnology industry and the number of drugs it produces have grown substantially over the past
decade. Biotechnology companies generate significant numbers of new drug candidates that require clinical
development either by these companies or by traditional pharmaceutical companies who license these products.
According to the Biotechnology Industry Organization, an industry trade group, there were 38 approvals of
new biotechnology drugs, vaccines or new indications in 2005 compared with 16 in 1995. The biotechnology
industry is expected to increase its expenditures on drug development in the coming years. Biotechnology
companies often do not have the staff, operating procedures, infrastructure, experience or expertise in-house to
conduct their own clinical trials. In addition, while biotechnology companies have historically sought to defray
the cost of clinical development by licensing their products to pharmaceutical companies, we believe they are
now increasingly seeking to license out their technology at a later stage of clinical development.

Growth of the generic drug industry

A significant number of branded pharmaceuticals are expected to lose patent protection over the next few
years, which is expected to increase demand for bioanalytical laboratory services by generic pharmaceutical
companies. Bioanalytical laboratory services are necessary to determine that a generic drug is equivalent to the
branded drug. We believe that drug development services companies that are selected to provide bioanalytical
laboratory services relating to a generic drug are usually also selected to handle the Phase I clinical trials
work, if any, related to the generic drug approval process. Furthermore, an increasingly favorable regulatory
environment pertaining to generic drug development and marketing has resulted in dramatic growth in the
generic drug industry, and more government and private organizations are requiring generic drug use, due to
their lower costs than branded pharmaceuticals. Most recently in the United States, the FDA increased its
funding for generic drug activities in fiscal year 2004 in order to increase its staff and reduce the time required
to process generic drug applications.

Increasingly global scope of clinical trials

We believe that an increasing number of pharmaceutical and biotechnology companies are pursuing drug
approvals in multiple countries simultaneously, rather than sequentially, as in the past, to maximize speed to
market and to achieve higher potential returns on their research and development expenditures. The globaliza-
tion of clinical trials provides access to larger patient populations, supports global registration and marketing
efforts and lowers costs while still producing high quality data for submission to the FDA and other regulatory
agencies. We believe that the increasing complexity in clinical research, regulatory oversight, and the level of
specialization has translated into increased demand by pharmaceutical and biotechnology companies for
clinical research organizations to conduct their complex trials on a global basis, including parts of the world
outside the United States and Western Europe.

According to Accenture, a global management consulting company, drug development research in Central
and Western Europe, Latin America and Asia will increase from 10% of global drug development research in
1998 to nearly 25% in 2008.

Difficulties in recruiting trial participants, especially special populations

One of the largest expenses and greatest sources of delays in developing new drugs is the process of
recruiting appropriate clinical trial participants. According to CenterWatch, a publication focused on clinical
trials, approximately 86% of all clinical trials are delayed by problems associated with recruiting participants
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and about 5% face delays of more than six months. An increase in the number of drugs being tested by
pharmaceutical and biotechnology companies and an increase in regulatory testing requirements have exacer-
bated this trend. Drug development services companies that can more effectively and efficiently handle the

clinical trial participant recruitment process are thus likely to be significant beneficiaries of this trend.

We believe that branded pharmaceutical, biotechnology, generic drug and medical device corﬂpanies are
increasingly selecting drug development services partners based on their experience in recruiting for and
conducting clinical trials within particular therapeutic areas and with special populations of trial participants.
Recruiting difficulties often extend the time necessary to conduct a study and may cause clinical trials to be
conducted in multiple smaller groups of participants at multiple locations, which can increase costs.

t

Our Competitive Strengths

We believe that we offer clients the following valuable strengths that help us capitalize on the trends
affecting the drug development services industry and its clients:

!
Our ability to provide a comprehensive range of clinical development and complementary services

We are a leading provider of both early and late stage clinical development services. In early jstage:
clinical development services, we specialize primarily in Phase I clinical trials and bioanalytical laboratory
services, including early clinical pharmacology. We provide bioanalytical studies for major pharmaceutical and
biotechnology companies as well as generic drug companies. Through our late stage development §ubsidiary,
PharmaNet, we provide global services focused on Phase II through Phase IV clinical trials. We also offer our
clients a comprehensive package of complementary services, which may include data management| and
biostatistics, clinical laboratory services, medical and scientific affairs, regulatory affairs and submlssmns and
clinical IT services. We offer our clients integrated drug development services in project design, study design,
investigator recruitment, investigative site selection, qualified study participant recruitment, study monitoring,
auditing and quality assurance. In addition to providing services in most therapeutic areas, we provide services
focused on oncology, neurosciences, cardiovascular, respiratory, renal/urinary, gastro-intestinal, inﬁiactious
disease, dermatology, endocrinology, musculoskeletal, ophthalmology, and women’s health.

|

Our ability to recruit ‘\
|

We have the ability to recruit clinical trial participants from special populations and to conduct large
clinical trials, which we believe creates value for our clients by saving time and costs and by more quickly
generating data for the drug approval process. We currently have 36 offices or facilities and provid;e services
through 27 countries on five continents, a global platform which we believe enables optimal site selection and
timely patient recruitment. We also believe that our global presence positions us well to capitalize on the
increasing demand from our clients to recruit patients in order to conduct complex worldwide chmcal trials,
which are becoming increasingly important for pharmaceutical and biotechnology companies. For early stage
clinical trials, we have implemented and grown a proprietary database of potential participants wh‘b have
expressed a desire to participate in our trials. We believe that our database gives us an advantage over our
competitors in that it enables us to reduce the costs and delays associated with advertising and other
recruitment methods typically used in our industry. i

|

Through PharmaNet, we provide late stage clinical trial management and related services at a network of
26 offices, with professionals in 27 countries on five continents (North America, Europe, South America, Asia
and Australia). We also have employees or contractors who perform services in 11 other countdesiwherc we
do not currently maintain offices. We believe that this global platform enables timely patient recruitment and
gives us access to patient populations that are difficult to find in the United States, including treatment-naive
patients. The physicians with whom we have relationships for the purpose of recruiting patients for our clinical
trials have access to patients worldwide, providing us with significant capabilities in recruiting spec1a1 patient
populations.

i
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The scope of our clinical trials facilities

We have designed our Miami facility to enable us to conduct a number of clinical trials efficiently at the
same time while maintaining appropriate controls. As a result of our reported reduction in bed capacity at our
Miami facility to 350 persons, along with the significant reduction of personnel, our ability to handle very
large trials simultaneously has been significantly diminished. However, we believe that our ability to recruit
special populations and our clinical capabilities in Miami, will enable us to remain competitive.

We believe that the high fixed cost, low variable cost nature of the early stage clinical trials business
gives us an significant opportunity to take advantage of our operation in Miami. Depending upon the outcome
of the land lease litigation described in Item 3. “Legal Proceedings” of this Report, we may be required to
reduce the number of beds to 250. If this occurs, it would have a material adverse impact on our Miami
business. During 2005, the Miami facility utilized approximately 200 “beds per night” on average (based upon
365 days per year), to achieve Miami’s direct revenue of approximately $58.7 million in that year. Miami’s
2006 business plan anticipates approximately $33-$35 million in direct revenue from the Miami facility, or
approximately a 40-44% reduction in revenue below 2005 levels. For additional information concerning this
facility, see the discussion beginning at page 13 of this Report. Our Miami operation’s fixed costs primarily
include our facility, dedicated staff of on-site physician investigators, clinical personnel, and our administrative
staff and our senior management team. If utilization of our Miami facility increases, we believe we can
support higher volumes of business without the need to hire a considerable number of additional personnel or
incur significant expenses beyond our current levels. Our Miami facility, which historically has generated
significant profitability, experienced record quarters in the first half of 2005, which was followed by declines
in the second half of 2005. This subsidiary lost money in the fourth quarter of 2005. As a result of the
significant decline in direct revenue, approximately 125 full-time (equivalent) employees have resigned or
been laid off between December 15, 2005 and the date of this Report. The Miami facility is expected to
operate at a loss in the first half of 2006 and at breakeven for the full year of 2006. See “Issues Relating to
Our Miami Facility.” We now have approximately 240 full-time employees in Miami.

In 2003, we opened a new 120-bed clinical trial facility at Ft. Myers, Florida. This facility, with four
configurable units that can be joined or operated separately, enhances our capability to serve additional
specialty sectors, such as the branded generic drug development market. Qur Ft. Myers facility has been
established to serve generic clients who want their clinical trials performed in the United States. It relies on
Anapharm for all of its business development and to refer generic business to it. Due to competitive pricing in
the generic industry, and a significantly more favorable effective tax rate, Anapharm often performs generic
trials in Canada even where the trials were initially intended to occur at Ft. Myers. Primarily because of a
very profitable first quarter in 2005, Ft. Myers was profitable for the full year 2005. However, it lost money
for the next three quarters and will lose money in the first quarter of 2006. As the result of this trend, our new
management is conducting an operational review of this subsidiary.

In 2005, our Quebec City, Canada location increased its bed capacity from 130 to 168 beds with four
independent units. We plan to expand this facility in 2007 after we move into a new facility in Quebec City.
We expect that we will commence construction of this new facility in April 2006. The new facility will have
up to 200 beds and substantially increase the size of the bioanalytical laboratory. Also, the building will be
designed to accommodate anticipated future growth. In December 2005, we purchased the land that the
building will be constructed on for $1.6 million. However, in order not to incur the estimated $15.0 million in
capital expenditures for the construction of the building, we are now in the process of exploring a sale/
leaseback arrangement where Anapharm will become the lessee of the property. We believe we will be
successful in entering into this arrangement however there can be no assurances. Our Montreal, Canada site
has four independent units totaling 150 beds. The independent units give us the flexibility to conduct different
studies at the same time and enhance our capability to serve additional specialty sectors, such as the generic
drug development market. We intend to open a 150 bed Phase I facility in Toronto, Canada in the third quarter
of 2006.

We also have quality assurance units in the United States, Europe and Canada that operate independently
to help ensure the overall quality of the work performed. The PharmaNet acquisition brought us a seasoned
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management team with broad experience in late stage clinical development. Since Mr. Jeffrey P. Mchullen
became chief executive officer as of December 31, 2005, he has worked to change our management structure
by implementing a centrally managed system. Using PharmaNet’s 15 person management executlve committee
as a model, Mr. McMullen has created an SFBC management executive committee consisting of the 15
members of the PharmaNet executive committee and five other SFBC executives. |
|

Our experience t

~ We have been providing branded pharmaceutical, biotechnology and generic drug companies with drug
development services for over 20 years. Qur employees have extensive experience in the clinical tﬁials industry
and have been involved in extremely large and complex studies across a broad range of areas. Our late stage
clinical development group has several former senior-level FDA officials offering years of first-hand agency
perspective to both pre-market and post-market development processes for drugs, biologics and devices.
Furthermore, our safety and pharmacovigilance group has a team of safety professionals with extenswe
experience in drug safety, pharmacovigilance and pharmacoepidemiology and an understanding of the
changing global regulatory environment. We also have significant experience in providing drug development
services in many therapeutic areas, such as oncology, neurosciences, cardiovascular, respiratory, rena]/urmary,
gastro-intestinal, infectious disease, dermatology, endocrinology, musculoskeletal, ophthalmology, and women’s
health.

Our Strategy \

We believe that increasing demand for outsourced drug development services will provide us with
opportunities to continue to grow our business. Our strategy is to build upon our clinical development expertise
and to further our reputation as a provider of a broad range of high-quality drug development services o our
clients in the branded pharmaceutical, biotechnology, generic drug and medical device industries. We intend to
capitalize on the opportunities in our industry and achieve our strategy primarily by: ;

|
i
Leveraging complementary early clinical and late phase development services and client relatfonships

|
We believe that significant opportunities exist to cross-sell between our historical client base and that of

PharmaNet due to limited client overlap. Our clients are branded pharmaceutical, biotechnology and generic
drug companies that outsource a portion of their drug development activities in order to focus their efforts in
sales, marketing and other drug discovery activities. We often generate business from multiple, and often
independent, groups within our client companies. In addition to pursuing new client relationships, our sales
and marketing teams focus on gaining new business and developing new relationships with new groups at
existing clients.

!

b

Leveraging our global platform to provide a complete range of drug development services wor:'ldwide

Through our acquisition of PharmaNet, we expanded our presence in Europe and established a geographic
presence in South America, Asia and Australia. We believe that the resulting global platform, inclyding
infrastructure, client and regulatory relationships, and local drug development expertise, will facilitate further
expansion of our early stage clinical development and bioanalytical operations into Europe, although we were
unable to grow this part of our business in 2005. In addition to the expansion of our Quebec City bioanalytical
laboratory discussed above, we recently moved into a 35,000 square foot bioanalytical laboratory facility in
Princeton, New Jersey, vacating a smaller facility, and are finalizing a lease which will expand ouri Barcelona,
Spain bioanalytical laboratory joint venture to 12,000 square feet from 4,000 square feet. While we currently
operate in 27 countries on five continents, the increasingly global drug development needs of our clients
makes it beneficial to continue to expand our presence in these locations and to move into new countries and
new locations in order to remain competitive in the future. :
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Expanding our bioanalytical laboratory business

To leverage the market opportunity for bioanalytical laboratory services, we have acquired or established
five bioanalytical laboratories since August 2001, which have allowed us to generate additional revenue and
profits by cross-selling these services to our clients.

Our bioanalytical laboratory business serves a broad spectrum of our clients” needs. Our scientists develop
bioanalytical methods and provide bioanalytical studies for major pharmaceutical companies as well as
biotechnology and generic drug companies. We believe that by providing bioanalytical laboratory services, we
can help our clients reduce administrative costs, coordination efforts, and clinical trial completion times and
also improve the level of control that our clients can exercise over the entire clinical trials process.

We believe that our ability to provide bioanalytical laboratory services, in addition to our other services,
enables us to compete more successfully for new business. We intend to devote more sales and marketing
resources to encourage existing clients to use our bioanalytical laboratory services and to attract new business
from companies that prefer to award all of their drug development service needs to one company.

Restoring our Miami business to its former position as a leading provider of Phase I clinical trials

As described in “Issues Relating to Our Miami Facility” within this Report, our Miami facility has been
facing a number of reputation-related and facility problems, which have resulted in turning its significant
profitability into significant losses. As a result of these problems, our former chief executive officer and
president each resigned as of December 31, 2005, and Mr. Jeffrey P. McMullen, chief executive officer of
PharmaNet, became our chief executive officer on December 31st. Since January 1, 2006, Mr. McMullen has
worked to stabilize our Miami operation, change its management structure, as well as adopt a company-wide
management approach, and restore SFBC’s reputation as a leading provider of early stage clinical trials
through its Miami operation. We have established building, operations and business task forces to thoroughly
review the issues affecting our Miami facility and to report to our chief executive officer with recommenda-
tions. The building task force is comprised of senior level PharmaNet employees and the business task force
consists of senior level employees of SFBC and PharmaNet and one independent consultant who has early
clinical development experience; this consultant recently became an executive vice president of SFBC. We
cannot predict when, or if, our Miami subsidiary will be able to reach its previous level of profitability prior to
the Bloomberg articles discussed below.

Augmenting our current range of services through strategic acquisitions

We have grown significantly by acquiring related businesses. We believe our 11 acquisitions from March
2000 through December 2004 have broadened our range of services, strengthened our management team and
expanded our client base. The net proceeds from our August 2004 convertible senior notes offering and our
December 2004 senior secured credit facility enabled us to consummate our largest acquisition to date,
PharmaNet, through which we substantially expanded our late stage clinical development service capabilities.
Our industry is highly fragmented and includes a large number of small competitors that have expertise in
different business areas. As part of our growth strategy, we continue to monitor acquisition opportunities and
when circumstances are appropriate, intend to make acquisitions which enhance our array of services or
otherwise strengthen our ability to provide exceptional services to our clients. We try to target businesses that,
in addition to fitting well with our current business, would be accretive to our earnings and that have
experienced management willing to stay with the business after the acquisition. We generally seek to negotiate
acquisition consideration structures that will help us to retain and motivate an acquired business’ existing
management. As a result of the problems which emerged in Miami, we have focused our efforts on
remediation of operational and business issues in Miami and Ft. Myers. Our emphasis on making acquisitions
is substantially less than in prior years; however, we continue to monitor potential acquisitions.
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Our Services

We believe our drug development services assist our clients in managing their research and development
programs efficiently and cost effectively through the drug development process. We offer our chents a broad
range of drug development services, including the following: i
|
Early stage clinical development services

|

Our early stage clinical development services include developing study designs, recruiting and screening
study participants, conducting early stage clinical trials, and collecting and reporting to our clients the clinical
data collected during the course of our clinical trials. We conduct early stage clinical trials at our facilities
located in Miami and Ft. Myers, Florida and Quebec City and Montreal, Canada. We plan to open a Toronto
facility in the third quarter of 2006 which will provide early stage clinical trial services. |

We may assist our clients in preparing the study protocol, designing case report forms and conducting
any necessary clinical trial audit functions. Additionally, we collect data throughout a clinical trial and enter it
onto case report forms according to Good Clinical Practices, or GCP, guidelines in order to meet our clients’
needs and the FDA or other regulatory requirements identified in the study protocol. Our data mainagement
services also provide our clients with statistical analysis, medical report writing and assistance with regulatory
submissions. 1

Laboratory services !

i

We provide bioanalytical laboratory services primarily in support of early clinical trials at our facilities
located in Quebec City and Toronto, Canada, Princeton, New Jersey, Philadelphia, Pennsylvania, z}nd
Barcelona, Spain. Our bioanalytical laboratories have or develop the scientific methods, or assays, necessary to
analyze clinical trial samples. We believe our expertise in developing bioanalytical assays is a significant
competitive advantage in winning bioanalytical business from branded pharmaceutical companies.‘j Our
bioanalytical laboratories provide bioanalytical support for preclinical studies, drug discoveries, early clinical
trials studies, bioequivalence studies, bioavailability studies and drug metabolism studies. During t:he clinical
trial process, we conduct laboratory analysis on various biological specimens to determine the quantity of a
drug present in each specimen. We format and present the data resulting from this process to our chents for
their use and interpretation. \‘

Late stage clinical development services |

Through PharmaNet, we provide late stage clinical development services for studies, including clinical
operations, data management and biostatistics, regulatory, medical and scientific affairs, and consulting. We
provide a full array of services in support of these trials, including strategic planning, protocol/caise report
form design, site selection, monitoring and project management, software systems development and support,
quality control/assurance, global safety and pharmacovigilance, and post-FDA approval development services.
Our late stage clinical development services cover most therapeutic areas with focus in oncology, neuro-
sciences, cardiovascular, respiratory, renal/urinary, gastro-intestinal, infectious disease, dermatology, endocri-
nology, musculoskeletal, ophthalmology and women’s health. :
|

Data management and biostatistics ’

We operate seven data management centers, consisting of five centers in North America, one in Europe
and one in India. Of these, three of the North American centers, the European center and the Indidn center
feed into a central integrated repository in the United States. We offer a globally integrated database
management system that can operate multiple software applications from a variety of vendors, theteby
providing flexibility for our clients in conducting large-scale clinical trials in multiple international markets.
We also offer biostatistical and programming services, employing state-of-the-art software technologies and
innovative strategies to facilitate data processing, analysis and reporting of results.

;
12 ‘
'




Issues Relating to Our Miami Facility
The Bloomberg Reports

In early November 2005, Bloomberg Magazine published a feature article which was critical of the
clinical development process including the work done by SFBC. Bloomberg followed this initial article with a
series of critical stories about SFBC on the Bloomberg News Service, which stories have continued to date
(the Bloomberg Magazine article and the Bloomberg News Service stories collectively, the “Bloomberg
Reports™). The initial magazine article focused on alleged improprieties at our Miami facility which allegedly
jeopardized the health of our subjects including allegations that persons were permitted to engage in two
studies (one at SFBC and one elsewhere) in violation of the “washout” provisions contained in a study
sponsor’s protocol. Although SFBC endeavors to prevent volunteers in Phase I studies from participating at
different companies’ trials without adequate “washout”, there is no system in place in the industry to prevent
this from occurring at two different facilities operated by different unaffiliated companies where the study
subjects violate protocols without proper disclosure. Additionally, another important allegation of the
Bloomberg Magazine article involved allegations relating to a conflict of interest over SFBC’s use of an
Institutional Review Board owned by the wife of a middle management employee of SFBC. This employee
was previously a principal shareholder and officer of Clinical Pharmacology Associates, which used the same
Institutional Review Board prior to Clinical Pharmacology Associates’ August 2003 acquisition by SFBC.
Following the acquisition, we used the same Institutional Review Board for some of our studies. That
relationship had been noted by the FDA prior to the acquisition of Clinical Pharmacology Associates (where
the FDA raised the issue) and the FDA permitted it to continue. See the discussion on page 14 of this Report.

In response to the Bloomberg Magazine allegations, our Board of Directors retained two prominent law
firms, one based in Miami and the other based in Chicago (collectively, the “Independent Counsel”) to conduct
an independent review of the allegations and report to our Board of Directors. In December 2005, the
Independent Counsel issued their report concluding that the allegations were largely unjustified. The report,
however, noted that an employee (who subsequently resigned) acted inappropriately with regard to the
obtaining of affidavits from two of the four subjects who were quoted in the Bloomberg Magazine article.
Notwithstanding the issuance of the Independent Counsel’s report, the Bloomberg Reports have had a material
negative effect upon our Miami facility, our common stock price and, we believe, our reputation. It is difficult
to tell whether the business that we have lost in Miami was as a result of the Bloomberg Reports with regard
to the items relating to the operations of our Miami subsidiary or with regard to structural and building issues,
which are described below; nonetheless we have been harmed by the Bloomberg Reports.

Structural and other Building Department issues

In November 2005, the Miami-Dade Building Department (the “Building Department”) placed signs on
our facility claiming that the facility was “unsafe.” We were able to convince the Building Department that the
temporary structural changes we made were sufficient pending a January 2006 hearing to permit us to remain
operational and the signs were removed. We submitted plans to the Building Department and the Unsafe
Structures Board of the Building Department issued an agreed order on January 25, 2006 giving us 90 days to
obtain a building permit and 180 days after issuance of the permit to make the necessary structural
improvements. Thereafter, the Building Department administratively determined that the building should be
given an institutional classification which is known as I-2 which is similar to that of a hospital. On March 21,
2006, we met with the Building Department, and they modified the ruling to classify us as a generic 1-2
business rather than a I-2 hospital. While this change was favorable to us, we still have to comply with some
more stringent I-2 requirements. We are considering appealing this administrative ruling. Additionally, if we
file an appeal, we would need to obtain an extension of time to obtain a building permit and to make the
necessary improvements. If we appeal and lose, or if we decline to appeal, our final remediation plan must
include fire separation walls and doors. Although we believe our remediation plan may be approved by the
Building Department, we need to also comply with Fire Department requirements. We do not know how the
Fire Department will react to our remediation plan, what additional revisions may be required and what, if
any, increased costs we will incur.
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We also need to address fire violations which we learned of in October 2005. Originally, we \;Nere given
notice of 42 violations; to date, 12 have been remedied. The remaining fire violations will be requiated after
we obtain the previously mentioned building permits. |
Parking and bed issues “

Prior to the Bloomberg Reports, SFBC had capacity in its Miami facility for 675 beds and hzfd
commenced construction of improvements which would permit it to have 750 beds. As the result of issues
relating to insufficient parking, SFBC agreed with the Building Department to reduce the number of beds to
350. Depending upon resolution of the land lease litigation described below, we may be required to reduce our
number of beds to 250. >

|
|
Land lease litigation ’

The property we purchased in Miami in 2004 consists of a North building and a South building joined
together by an annex. We purchased the land underneath the North building and comprising most of the annex
as well as adjoining parking and other land, while the South building and a small part of the annex and
adjoining parking and other land are subject to a 99-year land lease entered into in 1947. We are nncertam as
to what structure was on the property in 1947 but have learned that in about 1972, a Holiday Inn was
constructed which occupied the North and South buildings and the annex. Our rent for the land Iease is

approximately $1,250 per month which rent has been paid in a timely manner.

In January 2006, the owner of the land commenced an action against us seeking a judgment c:ieclaring
that we breached the land lease. The complaint alleges that the defaults include issues alleged in the
Bloomberg Reports, the structural and building issues raised by the Building Department, the pending
Securities and Exchange Commission Staff inquiry (discussed in Item 3 of this Report) and failuré to maintain
insurance naming the owner as a co-insured. We have denied that the allegations in the complainticonstitute
defaults under the lease, and have asserted multiple defenses including that to forfeit the leasehold at this time
with approximately 40 years remaining on the lease would be inequitable. If the Court nonetheless issues a
declaratory judgment in favor of the plaintiff, we will be required to vacate the South building and the part of
the annex on the leased land, which would result in a material charge to our earnings. ’

|
!

We are currently exploring opening a new state-of-the-art facility in South Florida. Pending (%ur ability to
accomplish that goal, we will remediate our current facility. The current property is located in a commercial
area on a main street which is U.S. Highway 1. The area immediately to the north is undergoing .
redevelopment, which we understand may be completed in about five years and will include condominiums
and commercial and office space. We have been approached by the developer and owner of the pr:operty to the
north and several other parties seeking to purchase our interest in the property. We have engaged }'n
preliminary discussions and are presently uncertain whether we will sell the property. We believe,| however,
based upon an appraisal we received if we are able to sell the property, we will essentially break even after
factoring in leasehold improvements. However, we would sustain a significant loss if we lost the Iand lease
litigation.

Future plans with regard to the Miami facility

y
'
i

|
|

The initial Bloomberg Report alleged that we had used an Institutional Review Board which was owned
by the wife of an SFBC officer. Actually, that person, Mr. Cooper Shamblen, is a member of our middle
management, who was properly not identified as a key employee in our proxy statement for the 2005 annual
meeting of stockholders. Mr. Shamblen reported to our executive officers in Miami. His wife previously owned
an Institutional Review Board which did business with us. Mr. Shamblen advised us his wife had ;»sold her
interest earlier in 2005. In any event, Mr. Shamblen was a principal shareholder and officer of Clinical
Pharmacology Associates which we acquired in August 2003 and thereafter became an employee of SFBC.
While Clinical Pharmacology Associates was owned by Mr. Shamblen and two other people, the FDA raised

Institutional Review Board issue
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an issue prior to SFBC’s August 2003 acquisition of Clinical Pharmacology Associates with regard to Mr.
Shamblen’s wife’s ownership of the Institutional Review Board, which was used by Clinical Pharmacology
Associates for clinical trials. However, because she did not participate in any matters relating to Clinical
Pharmacology Associates, or SFBC after its acquisition, the FDA found such relationship permissible. After
we acquired Clinical Pharmacology Associates, we began using the Institutional Review Board owned by
Mrs. Shamblen for some of our studies in Miami. Another Institutional Review Board with a similar name
began operating in about September 2005 which appears to be a successor to the first Institutional Review
Board. In 2005-2006, we used this new company for some studies in Miami. Mr. Jeffrey P. McMullen, our
new chief executive officer, recently terminated our relationship with that new company, except for existing
studies which are in the process of being completed. We will not do business with it in the future. SFBC now
has a company-wide policy not to do business with related parties, unless prior approval is obtained by the
Audit Committee and then by the full Board of Directors.

Our Ft. Myers subsidiary owned an Institutional Review Board which, until about seven months ago,
provided services to studies conducted by it, our Miami subsidiary, SFBC New Drug Services, Inc., and, in
limited cases, an unaffiliated drug development services organization. One SFBC employee, the Ft. Myers
medical director, served as a member of this Institutional Review Board for one year. He did not vote on any
studies conducted by our Ft. Myers or Miami subsidiaries; but he did vote as an Institutional Review Board
member on three studies managed by New Drug Services. In addition, we hired a marketing executive on
January 17, 2005. His wife owned an Institutional Review Board which approved one study for us on
February 1, 2005. While we do not intend to use either of these Institutional Review Boards in the future, we
understand that it is common for many of our competitors to have their own Institutional Review Boards.

Credentials of employees

We are keenly aware of the fact that it is fundamental to our business that all of our employees act with
the utmost integrity. We are also aware that it appears to be more common than in the past that some people
fabricate their background including their education on résumés. Our new chief executive officer, shortly after
he was appointed, was asked in a public meeting what action he would take if he found that this conduct
occurred at SFBC. His response was that he would decisively terminate anyone who fabricated their
credentials.

On February 23, 2006, we learned that the associate director of clinical operations in Miami had
fabricated his credentials, which were submitted to clients prior to January 31, 2003. We terminated this
employee immediately.

We had received a request from the Staff of the Senate Finance Committee for a copy of the résumés of
this person prior to his termination, which we provided.

Under Mr. McMullen’s direction, a team of professionals and PharmaNet’s Vice President of Regulatory
Affairs have launched an inquiry into this matter in order to ensure that there are no regulatory issues.

Prior to this occurrence, PharmaNet’s Vice President of Human Resources had initiated a process of
verifying the credentials of all SFBC key employees which process is currently underway. Any other persons
whom we determine have falsified their backgrounds will be immediately terminated.

FDA issues

The Bloomberg Reports included allegations that the FDA issued Form 483s involving studies performed
by our Miami facility. Form 483s are used to record observations made by the FDA following the inspection
of a facility which may require corrective action. We believe that Form 483s are routinely issued by the FDA
in connection with its inspection of FDA-regulated facilities, and we and all of our competitors receive them,
as appropriate, in the ordinary course of business. In December 2005, we disclosed what we believed to be an
open item with regard to a previous inspection of a study conducted in Miami. We have more recently learned
that, following the issuance of an Establishment Inspection Report, or EIR, regarding the inspection, the FDA
considered the inspection closed, did not require any further corrective action, but considered a number of the
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observations disconcerting. EIRs are an official summation of an inspection, and are routinely proc;iuced by
FDA after an inspection. In late December 2005, the FDA’s Division of Scientific Investigations recommended
to the Office of Generic Drugs that data generated in a particular study performed at the Miami fa“cility, which
was the subject of the EIR, not be included in the review of an ANDA. In turn, the Office of Generic Drugs
has asked for clarifying information regarding the data. We have cooperated fully with the sponsojr of the
ANDA to respond to the requests of the Office of Generic Drugs concerning the data, and the requested
information was submitted by the Sponsor to the Office of Generic Drugs in January 2006. The Ofﬂce of
Generic Drugs has not yet commented on the information provided.

All of our clinical trial facilities and laboratories in the United States are routinely inspected :by the FDA.
On March 27, 2006, the FDA began an inspection of our Miami facility. The FDA requested, and 'we supplied,
all documentation mentioned in the Bloomberg Reports which was related to us. !

United States Senate Finance Committee request

Following the Bloomberg Magazine article, the United States Senate Finance Committee, or the
Committee, requested documents from us and requested to interview two former employees, inchiding the
former chairman of the board and president. We voluntarily provided documents to the Comxmttee and these
two former employees met with the Staff of the Committee. On February 8, 2006, the Comm1ttee made
another request for documents and information from us relating to, among other things, our standard operating
procedures, our former employees, the institutional review boards we use, and the SEC Staff inquiry discussed
in Item 3. “Legal Proceedings.” The Committee Staff also requested to meet with our former chief executive
officer. We will continue to cooperate with the Staff of the Committee and are providing the requé;sted
documents and information. Recently, our new chief executive officer volunteered to meet with the Staff.
Although the Committee has no direct regulatory authority over SFBC, it does have the power to recommend
legislation that conld affect our industry. We cannot predict what, if any, further action the Comm“ﬂtee or its
Staff will take or whether any legislation will be passed into law. Nonetheless, each time that the Committee
Staff’s written requests are made public, it has an adverse effect upon our common stock price. See
Item 1A.“Risk Factors.” Moreover, our legal fees incurred to comply with the Senate Finance Commiitee
requests are not covered by insurance and, if continuing, could have a material adverse effect on our future
profitability. :

|

Class actions and derivative litigation !

A number of class actions and derivative actions have been filed. The class actions allege that we, certain
of our officers and in certain instances, our directors, engaged in violations of the anti-fraud prov1s1ons of the
federal securities laws. The derivative suits are brought on behalf of us against our board of directors alleging
breaches of fiduciary duty. For further information concerning these lawsuits, see Item 3. “Legal Proceedings.”

Our solution to the problems in Miami |

|
As discussed above in this part of this Report, we are currently addressing problems facing @ur Miami
facility on a number of fronts. In addition to the efforts which we have described above to remediate these
problems, our new chief executive officer, with the full support of our Board of Directors, has launched an
intensive review of all aspects of our operations not only in Miami but also in Ft. Myers, Florlda, that were
essentially managed by senior management in Miami.

As part of our efforts to properly manage our business, beginning in late December 2005 an‘d continuing
through mid-March 2006, a total of approximately 125 positions in Miami have been eliminated through
layoffs and resignations. These terminations were primarily in response to what we perceive to be a reduced
level of business in contrast to the revenue at these facilities in 2005. See Item 7. “Management’s Discussion
and Analysis of Financial Condition and Results of Operations.” :

We grew rapidly after our initial public offering through the making of selective acquisitions in which we
retained key management. This was consistent with our decentralized management approach adopted by our

!
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former senior management, which stands in stark contrast with the hands-on company-wide management
approach of our new chief executive officer.

Our new chief executive officer has devoted substantial effort to changing the business strategy and
environment in Miami and in Ft. Myers in light of recent events and to effectively managing their operations.

We have reorganized our early stage clinical development business by:

* appointing the president of Anapharm to also manage all of our bioanalytical laboratories;

* appointing Anapharm’s chief operating officer to manage all of our clinical trial facilities; and

» hiring a new senior executive to initially supervise our Miami and Ft. Myers clinical trial facilities.

Currently we are seeking to retain one or two senior persons with substantial early clinical development
operations’ experience to head up our Miami and Ft. Myers facilities.

We are continuing to work with FDA counsel and other professionals in order to evaluate both of these
facilities and are actively communicating to our clients our commitment to integrity and quality professional
services.

Additionally, we have established an Internal Audit department, which reports to our Audit Committee.
We have hired an Internal Audit Manager and are currently seeking to add two additional persons.

Montreal Tuberculosis Issue

At the end of November 2005, we learned that a subject had entered a study at our Montreal, Canada
facility and not disclosed to us that he had traveled to a third world country where the risk of being infected
with tuberculosis was high. As part of our screening process, the protocol prepared by the sponsor did not
require us to test subjects for tuberculosis, and we did not otherwise do so. The above subject showed
coughing at the end of the confinement period; he was investigated and found later to have active tuberculosis.
We have been cooperating with Montreal Public Health Authorities, Health Canada and the Institutional
Review Board for this study with regard to this issue. As a result of this incident in Canada, we now require
tuberculosis testing on all subjects whenever a known or potentially immunosuppressant drug is a subject of
our clinical research. ’

Clients and Marketing

Our clients include most of the largest branded pharmaceutical, biotechnology, generic drug and medical
device companies in the world. We believe we have developed a strong reputation for client service and have
cultivated relationships with key decision makers within our clients’ organizations. We focus on meeting our
clients” expectations, and we believe that this has been a leading factor in generating repeat business from our
clients. Our branded pharmaceutical, biotechnology, generic drug and medical device company clients often
represent multiple sources of business for us since there are often a number of therapeutic specialty or other
groups that contract separately for services within one client company. For the year ended December 31, 2005,
approximately 56% of our direct revenue, which does not include reimbursed out-of-pockets from clients, was
attributed to our operations based in the United States, approximately 26% from operations in Canada,
approximately 16% from operations in Europe, and approximately 2% from operations in the rest of the world.
The mix of our clients and revenue generated from individual clients varies from period to period. In 2003,
2004 and 2005, no client, on a pro forma basis, accounted for 10% or more of our direct revenue. For the
years ended December 31, 2004 and 2005, no client represented more than 6.4% and 6.2% of our pro forma
direct revenue, respectively, not including reimbursed out-of-pockets. For 2004, we assume we owned
PharmaNet as of January 1, 2004. At December 31, 2005, one client represented approximately 14.6% of our
accounts receivable or 11.4% of our accounts receivable net of client advances.

We employ an experienced team of sales and marketing professionals who market our services to branded
pharmaceutical, biotechnology, generic drug and medical device companies, primarily to North American,

17




European and Japanese companies. Additionally, some members of our senior management play a very active
role in managing our relationships with existing clients and in helping to generate business from new clients.
|

Our Competitors |

The drug development services industry is highly fragmented and is comprised of a number’ of large, full-
service drug development services companies as well as many small companies and limited service providers.
We believe we are now one of the largest drug development services companies ranked by contract research
revenues for 2005. Our major competitors in this industry include drug development services cor‘{npanies,
including Quintiles Transnational Corp., Covance, Inc., Pharmaceutical Product Development, Inc., MDS
Pharma Services, a division of MDS Inc., PRA International, PAREXEL International Corporation and ICON,
ple, and the research departments of universities and teaching hospitals. In all phases of our business. we
believe competitors will attempt to benefit from events described in this Report. See Item 1A. “Risk Factors.”

Generally, drug development services companies principally compete on the basis of following factors:

» the ability to recruit doctors and special population participants for clinical trials; ‘

1

* medical and scientific expertise in specific therapeutic areas;
+ the ability to organize and manage large-scale trials;

* the quality of their services;

+ the range of services they provide;

» financial stability; and

* the cost of services they provide.

The general trend toward consolidation in the pharmaceutical industry has resulted in increased competi-
tion for clients. Consolidation within the pharmaceutical and biotechnology industries as well as the trend by
the pharmaceutical and biotechnology industries to limit outsourcing to fewer (rather than more): drug
development services companies has also heightened competition for contracts in our industry. \

We compete in the early and late stage portions of the business on the basis of our reputatidn for high
quality, our attention to client service and our broad range of therapeutic expertise. Our late stagé business
also has preferred provider relationships with a number of leading pharmaceutical companies and in the
ordinary course of business seeks to enter into new relationships. While these relationships do not guarantee
us that we will be selected to manage a particular trial, we believe that they are a competitive advantage. We
compete in the early stage portion of the business on the basis of our ability to recruit special pobulalions We
believe our reputation for quality, our global presence and integrated worldwide data management systems
make us competitive in the late stage portion of the business. ‘,

Our bioanalytical laboratories compete primarily through the development of, or capacity to'develop,
validated methodologies, also known as assays. We believe the capacity to develop these methodologies and in
some cases their pre-demand availability represent the best tools to sell these services to pharmaceutical
companies, especially generic drug companies conducting bioequivalence studies. In order to better attract
generic business, these methodologies are often developed in a proactive way even before our generic clients
need it. Our major competitors in this area include MDS Pharma Services and Pharmaceutical Prbduct
Development, Inc. ,

!
Indemnification and Insurance l

In conjunction with our product development services, we employ or contract with physicians to serve as
investigators in conducting clinical trials to test new drugs on human volunteers. Such testing creates the risk
of liability for personal injury to or death of volunteers, particularly to volunteers with life-threatening
illnesses, resulting from adverse reactions to the drugs administered. It is possible that we could be held liable
for claims and expenses arising from any professional malpractice of the investigators with whom we contract

18




or employ, or in the event of personal injury to or death of persons participating in clinical trials. In addition,
as a result of our operation of clinical trial facilities, we could be liable for the general risks associated with
clinical trials including, but not limited to, adverse events resulting from the administration of drugs to clinical
trial participants or the professional malpractice of medical care providers. We also could be held liable for
errors or omissions in connection with the services we perform through each of our service groups. For
example, we could be held liable for errors or omissions or breach of contract if one of our laboratories
inaccurately reports or fails to report laboratory results. Further, PharmaNet has in the past acted, and intends
in the future to act, as a “sponsor” on behalf of certain public company clients in connection with certain
clinical trials in Australia. Under Australian law, the “sponsor” of a clinical trial must maintain an office in
Australia and PharmaNet meets this requirement. PharmaNet’s agreement to act in this capacity exposes it to
additional liability as a “sponsor” in the event of any adverse incidents however, we have sought to reduce our
risks by one or more of the following:

+ indemnification provisions and provisions seeking to limit or exclude liability contained in our contracts
with clients and investigators;

insurance maintained by clients and investigators and by us; and

» complying with various regulatory requirements, including the use of institutional review boards and
the procurement of each participant’s informed consent to participate in the study.

The contractual indemnifications we have generally do not fully protect us against certain of our own
actions, such as negligence. Contractual arrangements are subject to negotiation with clients, and the terms
and scope of any indemnification, limitation of liability or exclusion of liability may vary from client to client
and from trial to trial. Additionally, financial performance of these indemnities is not secured. Therefore, we
bear the risk that any indemnifying party against which we have claims may not have the financial ability to
fulfill its indemnification obligations to us. Additionally, while we maintain professional liability insurance
that covers the locations in which we currently do business and that covers drug safety issues as well as data
processing and other errors and omissions, it is possible that we could become subject to claims not covered
by insurance or that exceed our coverage limits. We could be materially and adversely affected if we were
required to pay damages or bear the costs of defending any claim that is outside the scope of or in excess of a
contractual indemnification provision, beyond the level of insurance coverage or not covered by insurance, or
in the event that an indemnifying party does not fulfill its indemnification obligations.

With regard to the pending class and derivative actions, we have directors and officers liability coverage
which may provide coverage, subject to a $250,000 deductible and normal coverage exclusions including any
court finding of fraud.

Government Regulation

All phases of a clinical trial are governed by the FDA and state regulations, as well as other regulatory
agencies including the Therapeutic Products Directorate, or TPD, in Canada and the European Medicine
Evaluation Agency. We also follow the International Conference of Harmonization, or ICH, guidelines which
affect global drug development. Our clients are responsible for selecting qualified drug development services
companies, providing those companies with study protocols, monitoring the clinical trials, reporting any
changes or modification of the clinical trials to the FDA or other regulatory agency, and reporting any serious
and unexpected adverse reactions to the drug to the appropriate regulatory agency. In the course of providing
our drug development services, we must comply with a variety of related regulatory requirements.

Our services are subject to various regulatory requirements designed to ensure the quality and integrity of
the clinical trials process and, in most cases, Good Manufacturing Practices, or GMP, regulations. The industry
standard for conducting clinical research and development studies is contained in regulations established for
good clinical practice, or GCP. The FDA requires that the results submitted to it be based on studies conducted
according to its Good Laboratory Practices, or GLP, standards for preclinical studies and laboratories and GCP
standards for clinical facilities. The standards address a number of issues, including:

* selecting qualified investigators and sites;
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* obtaining specific written commitments from investigators;

+ verifying that informed consents are obtained from participants;

+ monitoring the validity and accuracy of data;

» verifying that we account for the drugs provided to us by our clients; and
* instructing investigators to maintain records and reports. !

Similar guidelines exist in various states and in other countries. We may be subject to regulatbry action if
we fail to comply with these rules. Failure to comply with these regulations can also result in the termination

of ongoing research and disqualification of data collected during the clinical trials. E
|

Additionally, because we frequently deal with biohazardous specimens and medical waste matenal we
are subject to licensing and regulation in the United States under federal, state and local laws relatmg )
hazard communication and employee right-to-know regulations and the handling and disposal of medical
specimens and hazardous waste and materials. Our laboratory facilities are subject to applicable laws and
regulations relating to the storage and disposal of laboratory specimens. Transportation and public health
regulations apply to the surface and air transportation of laboratory specimens. Our laboratories aIso are
subject to International Air Transport Association regulations, which govern international shipments of
laboratory specimens. Furthermore, when the materials are sent to another country, the transportation of such
materials becomes subject to the laws, rules and regulations of such other country. Laboratories outside the
United States are subject to applicable national laws governing matters such as licensing, the handling and
disposal of medical specimens, hazardous waste and radioactive materials, as well as the health and safety of
laboratory employees. We contract with independent licensed companies to handle our waste dlsposal Our
laboratories in the U.S. are also subject to the federal Clinical Laboratory Improvement Amendm;nts, or CLIA
(which is administered by the Centers for Disease Control and the FDA), as well as similar state fequirements
CLIA requires certification of laboratories involved with patient samples and includes requ1rements concerning
laboratory facilities, personnel and quality systems. i

In addition to its comprehensive regulation of safety in the workplace, the United States Occupanonal
Safety and Health Administration has established extensive requirements relating to workplace safety for
healthcare employers whose workers may be exposed to blood-borne pathogens such as HIV and [the hepatitis
B virus. These regulations, among other things, require work practice controls, protective clothing and
equipment, training, medical follow-up, vaccinations and other measures designed t0 minimize exposure to
chemicals, and transmission of blood-bome and airborne pathogens. Furthermore, certain employc;:es receive
initial and periodic training to ensure compliance with applicable hazardous materials regulatlonsland health
and safety guidelines. We are subject to similar regulation in Canada and Spain.

The United States Department of Health and Human Services has promulgated rules under the Health
Insurance Portability and Accountability Act of 1996, or HIPAA, that govern the use, handling and disclosure
of personally identifiable medical information. These regulations also establish procedures for the exercise of
an individual’s rights and the methods permissible for de-identification of health information. We are also
subject to privacy legislation in Canada under the federal Personal Information and Electronic chuments Act,
an Act Respecting the Protection of Personal Information in the Private Sector and the Personal Health
Information Protection Act (Ontario). i

|

The use of controlled substances in our trials and our accounting for drug samples that contglin controlled
substances are subject to strict regulation in the United States under federal and state laws. We are required to
have a license from the United States Drug Enforcement Administration. We also are required toicomply with
similar laws in Quebec and Canada. We also use special care and security procedures to safeguard and account

for all controlled substances. |

Clinical trials conducted outside of the United States are subject to the laws and regulations}of the
country where the trials are conducted. These laws and regulations may or may not be similar to'the laws and
regulations administered by the FDA, and other laws and regulations regarding issues such as the: protection of
patient safety and privacy, and the control of study pharmaceuticals, medical devices, or other study materials.

I
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Studies conducted outside the United States may also be subject to regulation by the FDA, if the studies are
conducted pursuant to an IND application or an investigational device exemption. It is the responsibility of the
study sponsor and/or the parties conducting the studies to ensure that all applicable legal and regulatory
requirements are fulfilled. :

In addition to this detailed regulatory structure, we must comply with all government regulations
including local government regulations such as those described in “Issues Relating to Our Miami Facility” in
Item 1 of this Report.

Failure to comply with applicable law and regulations could subject us to denial of the right to conduct
business, disqualification of data collected during clinical trials, liability for clean up costs, liability or the loss
of revenue due to a failure to comply with our contractual obligations, the assessment of civil fines, or, in
extreme cases, criminal penalties, as well as other enforcement actions.

Backlog

Prior to our acquisition of PharmaNet, we derived most of our revenue from short-term clinical trials and
related laboratory services. For this reason, we had not historically measured backlog, except at December 31
of each year. Because most of our early stage clinical trials and related services are completed within 60 days
from the time our clients award us the contract, we did not consider backlog to be a reliable indicator of our
future business. As a result of our acquisition of PharmaNet, late stage clinical trial services constituted a
much larger percentage of our revenue. This work is typically of longer duration than early stage clinical trial
services. Consequently, backlog plays a more significant role in our business. As of December 31, 2005 and
2004, our backlog was approximately $360.9 million and approximately $311.5 million respectively. The
increase in backlog is primarily attributable to an increase in late stage backlog of approximately $53.7 million,
offset by a decrease of $4.3 in early stage backlog. The backlog in Miami decreased approximately
$11.3 million from December 31, 2004 to the same period 2005, offset by increase of approximately $7.0 in
all other early stage businesses combined.

We are initiating a policy of disclosing our total backlog, late stage backlog and early stage backlog.

Backlog December 31, 2005 December 31, 2004
Total ... $360.9 million $311.5 million
Late Stage . ... ... $317.9 million $264.2 million
Early Stage . ......... . $ 43.0 million $ 47.3 million

Backlog consists of anticipated direct revenue from letters of intent and contracts that either have not
started but are anticipated to begin in the near future or are in process and have not been completed. We do
not include verbal awards. As of February 28, 2006, our backlog was approximately $330.0 million. We
believe that the reduction of approximately 9% in backlog as of February 28, 2006 which occurred primarily
in our late stage business at PharmaNet is not indicative of a trend, however, there can be no assurances.

We cannot provide any assurances that we will be able to realize all or most of the direct revenue
included in backlog or estimate the portion expected to be completed in the current year. Although backlog
can provide meaningful information to our management with respect to our business, it is not necessarily a
meaningful indicator of future results. Backlog can be affected by a number of factors, including the size and
duration of contracts, many of which are performed over several years, and the changes in labor utilization
that typically occur during a study. Additionally, contracts relating to our clinical development business may
be subject to early termination by the client, and clinical trials can be delayed or canceled for many reasons,
including unexpected test results, safety concerns or regulatory developments. Also, the scope of a contract
can change significantly during the course of a study. If the scope of a contract is revised, the adjustment to
backlog occurs when the revised scope is approved by the client. For these and other reasons, we might not
fully realize our entire backlog as direct revenue.
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Seasonality

Historically, our revenue has been higher in the second half of the year, primarily because of our Miami
facility. With the growth of our business we did not experience seasonality in 2004 or 2005. In fact, after two
record quarters in the first half of 2005, our Miami revenue materially decreased in the third and fpunfs
quarters. PharmaNet has historically experienced seasonality with higher revenue in the first and second
quarters.

Employees

At March 3, 2006, we had approximately 2,283 full-time and 213 part-time employees World; wide. This
follows significant layoffs in Miami. Approximately 115 of SFBC Anapharm’s 804 employees were members
of a union; however, the union was recently decertified with the consent of the union. ‘

Available information ‘

|

We make available, free of charge, through our Internet website, our annual report on Form IjO-K,

quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to those reports filed or
furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934 as soon as re?sonably
practicable after we electronically file such material with, or furnish it to, the SEC. Our Internet address is
www.sfbci.com. Our Internet website and the information in or connected to our website are not 1ncorporated
into this Report. ‘

|

Item 1A. Risk Factors. |

You should carefully consider the following risks and all of the other information set forth lq this
Form 10-K before deciding to invest in shares of our common stock. The risks described below are not the
only ones facing us. Additional risks not presently known to us or that we currently deem immaterial may also
impair our business operations. 5

I

If any of the following risks actually occurs, our business, financial condition or results of operations

would likely suffer. In such case, the market price of our common stock would likely decline due to the

occurrence of any of these risks, and you may lose all or part of your investment. ,
!
Risks Associated with Recent Actions, Inquiries and Lawsuits 1
[
If we are unable to convince our clients that the problems principally related to our Miami facili@ were
either not accurately reported or have been rectified, we may lose future revenue and our future results
of operations may be materially and adversely affected. ;
Although the report of the Independent Counsel which our Board of Directors retained to reyiew the
allegations contained in the Bloomberg Reports largely concluded that the Reports’ allegations were
unfounded, the repetition of these allegations in the media has harmed our reputation and cost us business in
our Miami facility. These problems have been compounded by the structural and other local regulatory issues
affecting the real estate and related improvements of the Miami facility. Clients may decline to give us
contracts for studies to be performed by our Miami facility unless we can convince them that the operational
allegations and structural and other allegations affecting the physical property are not impacting our ability to
provide first rate clinical research in compliance with our client’s protocols and all regulatory requirements.
Depending upon the amount of revenue lost, the results may have a material and adverse affect on our future
results of operations, including a reduction not only in our net earnings but a deviation from our'foreuasted net
earnings. Moreover, while the loss of business seems to have been largely confined to our Mlaml operation,
we cannot predict if clients may withhold business elsewhere.
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If we are unable to deal with all of the issues affecting the property upon which our Miami facility oper-
ates, we may lose future revenue and our future results of operations may be materially and adversely
affected.

We are presently facing a number of serious issues with regard to our property located in Miami
including:

* Our principal Miami facility is required to obtain a building permit by late April 2006 and to make
structural repairs within 180 days thereafter that are necessary to operate the facility in compliance with
applicable regulations.

* We very recently learned that the County Building Department believes the Miami facility should be
classified as a generic I-2 or institutional classification. This will increase our remediation costs unless
we appeal the ruling and are successful. Additionally, we need to comply with all Fire Department
requirements in connection with our remediation plan. We are uncertain whether the Fire Department
will approve our remediation plan, whether additional revisions will be required and what, if any, costs
we will incur.

* The owner of the land lease covering the South building and a small part of the central annex has
instituted a lawsuit to have the Court declare that we defaulted under the land lease, which if adversely
determined, would cause us to move from the South building and a portion of an annex to the North
building which would involve a material cash capital expenditure and reduce the bed capacity to
approximately 250 beds.

* Regardless, if we successfully resolve the above problems, we may not have sufficient parking to
operate either the current facility or simply the North building and the majority of the annex.
Construction of a parking structure not only requires zoning approval which is a lengthy process, but
also involves a material cost.

* While we own an empty building in the City of Miami which was operated by Clinical Pharmacology
Associates before our purchase of it in 2003, we estimate that it would take six months to obtain the
necessary regulatory approvals and make structural improvements to operate that property as a Phase I
clinical trials facility. Presently, we have no intent to re-open that property.

* The issues affecting our Miami facility and adverse publicity may also cause employees to leave us and
subjects who participate in our Phase I trials in Miami may decline to do so in the future.

Our attempts to resolve these issues involve a material amount of attention from our management,
additional cost and uncertainty and may have a material and adverse affect on our future results of operations,
including a reduction not only in our net earnings but a deviation from our forecasted net earnings.

Moreover, we have been approached by a number of parties about purchasing the Miami property we
own. Our ability to sell this property for its actual value will be impacted by the uncertainty created by the
land lease and the pending litigation as well as the perception that any sale may be required by our future
failure to comply with local regulatory requirements. In the event we were required to close the Miami facility,
we may not have the time or resources to complete the construction of a new building before losing all of the
Miami business to competitors or attrition.

While we are cooperating with the requests of the Senate Finance Committee for documents and will pro-
duce current employees if their presence before the Committee or its staff is requested, we are concerned
that continued public disclosure could cause clients to withhold future work from us.

The United States Senate Finance Committee has twice requested documents and/or information from us
and we have complied fully with its requests. Additionally, two of our former employees including our former
president and chairman have voluntarily met with the Committee’s staff. The public disclosure of the
Committee’s requests has negatively affected our common stock price. Future activities by the Committee and
the public disclosure of such activities can again affect our common stock price and may cause clients to not
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;
award us contracts or cancel existing contracts. Moreover, future requests may involve substantial additional
costs including legal fees and diversion of management time. ‘

Depending upon the outcome, the inquiry by the SEC can result in our being sued by the SEC and being
subject to equitable relief including payment of a fine and civil monetary penalties.

In July 2005, the NASD advised us that it had referred the review of trading in our common stock and
options prior to the announcement of our acquisition of PharmaNet to the SEC. In late December 2005, the
SEC staff wrote to us requesting various documents principally relating to compensation payable to our former
president and chairman, to compensation payable to our former vice president of legal affairs relating to his
compensation and that of his family, to other information relating to the former officer’s duties af’nd to the
Independent Counsel’s report. In addition, on March 28, 2006, the SEC staff wrote to us requesting various
documents principally relating to related party transactions, compensation of, and other arrangements with,
family members of certain of our employees, internal control and other accounting policies, our initial public
offering, our Form 8-K filed on June 8, 2005, transcripts of all analyst and investor conference calls and all
minutes of all board meetings, including committee meetings, since January 1, 2000. Presently, the SEC’s
review is an informal inquiry which is less serious than a formal investigation in which the SEC authorizes its
staff to issue subpoenas and investigate certain activity. In addition to the documents above, we do know that
an investor whose name was submitted to us by the NASD received a telephone call in January 2006 from the
SEC staff inquiring about his purchases of SFBC securities and whether he had advance knowledge of the
PharmaNet acquisition. That investor has never been our employee or our contractor. We are uncertain whether
the SEC staff will seek to elevate its informal inquiries to a formal investigation or if it does, Whéther the SEC
will bring an action against us. Among its remedies are the filing of a lawsuit seeking injunctive ielief
requiring us to comply with the law and the imposition of fines and civil monetary penalties. A lesser remedy
would be to issue a report of investigation outlining activity considered to violate the law. Depending upon the
outcome of the SEC inquiry, we may sustain significant legal expenses and the costs and negative publicity
related to a formal SEC investigation could have a material adverse effect on our future results of operations.

The pending FDA open item and other FDA inspections may cause clients not to award fumre contracts
to us or cancel existing contracts, which may have a material and adverse affect on our future results of

operations. {

We presently are subject to one matter where the FDA inspectional staff concluded that we Have
adequately addressed its Form 483 observations following its inspection of a study and no furtheriaction was
required, whereas the Division of Scientific Investigations recommended that the data generated from this
study at our Miami facility be disallowed in connection with an abbreviated new drug application.{ Addition-
ally, we can expect continuing inspections of our facilities in connection with studies we have conducted in
support of marketing applications or routine inspections of our offices/facilities that have yet to be inspected
by the FDA. The FDA has significant authority over the conduct of clinical trials, and it has the p’[ower to take
regulatory and legal action in response to violations of clinical standards and subject protection in;the form of
clinical holds on studies, civil and criminal fines, injunctions, and other measures. If the FDA issdes clinical
holds, or obtains injunctions, such actions could result in significant obstacles to future operations.{ Addition-
ally, there is a risk that these FDA actions, if they result in significant Form 483 observations, could cause
clients to not award us future contracts or cancel existing contracts. Depending upon the amount of revenue
lost, the results may have a material and adverse affect on our future results of operations, including a
reduction not only in our net earnings but a deviation from our forecasted net earnings. |

l

While we have insurance coverage in connection with the pending class actions, the potential adverse out-
come may exceed our insurance coverage. 1

We are subject to a number of class actions in federal court which we expect will be consolidl’ated into
one case before a single judge. Subject to a $250,000 deductible, we expect our insurance carrier will pay all
legal and other costs, any settlement amount and any adverse judgment, subject to the limits of the[ policies. If
the amount of defense costs and any agreed upon settlement or adverse judgment exceeds the insurance limits

i
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or if coverage were otherwise unavailable, our future earnings and financial condition could be materially and
adversely affected. Additionally, litigation is generally time-consuming, and can divert the attention of our
management and other personnel.

If there is an adverse outcome in the securities class action lawsuits that have been filed against us, our
business may be materially harmed. Further, defending against these and other lawsuits may be expensive
and could divert the attention of our management.

A large number of securities class actions and derivative actions have been filed against us. The securities
class actions allege that we and certain of our former and current officers engaged in violations of the anti-
fraud provisions of the federal securities laws. The derivative suits are brought on behalf of SFBC against
certain of its former and current officers and/or directors alleging, among other things, breaches of fiduciary
duty. The complaints in these actions seek, among other things, unspecified damages and costs associated with
the litigation.

As with any litigation proceeding, we cannot predict with certainty the eventual outcome of these pending
lawsuits. Furthermore, we will have to incur expenses in connection with these lawsuits, which may be
substantial. In the event of an adverse outcome, our business could be materially harmed. Moreover,
responding to and defending the pending litigation could result in a significant diversion of management’s
attention and resources and an increase in professional fees. '

If we are unable to stabilize our operations in Miami, we may be unable to compete effectively in that
area.

We understand that a competitor has opened a 125 bed facility in the Miami, Florida area. This represents
the first significant local early stage competition since we purchased Clinical Pharmacology Associates two
and one-half years ago. If clients are concerned about the issues referred to in many of the above risk factors
or if our employees and subjects are attracted to this new competitor, we may not be able to compete
effectively, in which case our future net earnings may be reduced and our common stock price will fall.
Additionally, this new competition may adversely affect our ability to recruit subjects.

The risks set forth immediately above as well as those in the balance of these risk factors may cause us
not to meet our 2006 or future earnings guidance, which could cause our stock price to fall substantially.

We regularly provide earnings guidance in press releases and in public conference calls. This guidance is
not incorporated by reference into this Report. The guidance is made in a good faith belief that we will
achieve the range of net revenue and earnings per share we forecast. We very recently revised our guidance
which was based upon, among other things, a review of the business at the Miami and other facilities. That
guidance was based upon a consideration of the relevant risks and a full review of our business units as well
as our anticipated outside legal and other expenses as of the date of the review. Depending upon future events
including the status of our Miami facility and property as well as clients’ perceptions about doing business
with us, we may not achieve the forecasted results. If we fail to do so, our revisions of our guidance or our
announcement of our earnings may cause our common stock price to fall, which decline may be material. Our
forecasts reflect numerous assumptions concerning our expected performance, as well as other factors, which
are beyond our control, and which might not turn out to be correct. Although we believe that the assumptions
underlying our projections are reasonable, actual results could be materially different. Our financial results are
subject to numerous risks and uncertainties, including those identified throughout these risk factors and
elsewhere in this Report.

Risks Related to Our Business

We have grown rapidly over the last few years, and our growth has placed, and is expected to continue to
place, significant demands on us.

We have grown rapidly over the last six years, including through acquisitions. Businesses that grow
rapidly often have difficulty managing their growth. Our rapid growth has placed and is expected to continue
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to place significant demands on our management, on our accounting, financial, information and other systems
and on our business. Although we have expanded our management, we need to continue recrmtmg and
employing experienced executives and key employees capable of providing the necessary support. In addition,
we will need to continue to improve our financial, accounting, information and other systems in otder to
effectively manage our growth. In particular, our late stage clinical trial management business face[s stiff
competition for clinical trial monitors and other experienced personnel. Historically, when making lacquisitions,
we have targeted operations that we believe can be operated as autonomous business units. As the result of the
2005 problems in Miami and our change in senior management, we have reorganized and are now;managing
our operations on a more centralized basis from our Princeton, New Jersey headquarters. This prior
decentralization of our operations and systems may create difficulties for us in the future. All of our North
American subsidiaries, with the exception of PharmaNet and Anapharm, have a common accounting software
platform. We cannot assure you that our management will be able to manage our growth and integrate
acquired businesses effectively or successfully, or that our financial, accounting, information or other systems
will be able to successfully accommodate our external and internal growth. Our failure to meet these
challenges could materially impair our business. '
|
|
A significant portion of our growth has come from acquisitions, and we may make more acquisitions in
the future as part of our continuing growth strategy. This growth strategy subjects us to numerous risks.
|
A very important aspect of our growth strategy has been and continues to be pursuing strategfc
acquisitions of related businesses that we believe can expand or complement our business. Since March 2000,
we have substantially grown our business through the completion of 11 acquisitions. We did not c¢mplete any
acquisitions in 2005, but we are continuing to explore future acquisitions. Acquisitions require significant
capital resources and divert management’s attention from our existing business. Acquisitions also entail an
inherent risk that we could become subject to contingent or other liabilities, including liabilities arising from
events or conduct pre-dating our acquisition of a business that were not known to us at the time of acquisition.
We may also incur significantly greater expenditures in integrating an acquired business than we had
anticipated at the time of its purchase. In addition, acquisitions may create unanticipated tax and accounting
problems, including the possibility that we might be required to write-off goodwiil which we have;‘paid for in
connection with an acquisition. A key element of our acquisition strategy has been to retain management of
acquired businesses to operate the acquired business for us. Many of these individuals maintain important
contacts with clients of the acquired business. Our inability to retain these individuals could materially impair
the value of an acquired business. Our failure to successfully identify and consummate future acqu’isitions or
to manage and integrate the acquisitions we make could have a material adverse effect on our busmess
financial condition or results of operations. We cannot assure you that:

« we will identify suitable acquisition candidates; !
— i

+ we will receive the required consent under our outstanding credit facility;

I
|
* ‘we can consummate acquisitions on acceptable terms; _ .
|

* we can successfully integrate any acquired business into our operations or successfully manage the
operations of any acquired business; or |
» we will be able to retain an acquired company’s significant client relationships, goodwill and key
personnel or otherwise realize the intended benefits of any acquisition. 1
Our credit facility contains certain restrictive covenants that, absent the consent of the admlmlstratwe
agent on behalf of the lenders under the credit facility, limit our ability to enter into acquisitions by setting
limits on the maximum aggregate amounts of cash we can pay in acquisition consideration in any fiscal year
and the maximum aggregate amount of all acquisition consideration paid during the term of the credlt facility,
as well as restricting the terms of equity consideration paid in acquisitions.

i
t
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We are subject to changes in outsourcing trends and regulatory requirements affecting the branded phar-
maceutical, biotechnology, generic drug and medical device industries which could adversely affect our
operating results.

Economic factors and industry and regulatory trends that affect our primary clients, branded pharmaceu-
tical, biotechnology, generic drug and medical device companies, also affect our business and operating results.
The outsourcing of drug development activities grew substantially during the past decade and we benefited
from this trend. If these industries reduce the outsourcing of their clinical research and other drug development
projects, our operations will be adversely affected. A continuing negative trend could have an ongoing adverse
effect on our business, results of operations or financial condition. Numerous governments have undertaken
efforts to control growing healthcare costs through legislation, regulation and voluntary agreements with
medical care providers and pharmaceutical companies. Potential regulatory changes under consideration
include the mandatory substitution of generic drugs for innovator drugs, relaxation in the scope of regulatory
requirements or the introduction of simplified drug approval procedures. If future regulatory cost containment
efforts limit the profits which can be derived from new and generic drugs or if regulatory approval standards
are relaxed, our clients may reduce the business they outsource to us. We cannot predict the likelihood of any
of these events.

If branded pharmaceutical, biotechnology, generic drug or medical device companies reduce their expen-
ditures, our future revenue and profitability may be reduced.

Our business and continued expansion depend on the research and development expenditures of our
clients which in turn is impacted by their profitability. If these companies want to reduce costs, they may
proceed with fewer clinical trials and other drug development. An economic downturn or other factors may
cause our clients to decrease their research and development expenditures which would adversely affect our
future revenue and profitability.

If we do not continue to generate a large number of new client contracts, or if our clients cancel or defer
contracts, our future profitability may be adversely affected.

Our early stage contracts are short term and our late stage contracts generally extend over a period of one
to two years, although some may be of longer duration. However, all of our contracts are generally cancelable
by our clients with little or no notice. A client may cancel or delay existing contracts with us at its discretion
and is likely to do so for a variety of reasons, including:

» manufacturing problems resulting in a shortage or unavailability of the drug we are testing;
» a decision by a client to de-emphasize or cancel the development of a drug;

» unexpected clinical trial results;

* adverse participant reaction to a drug;

+ an action by regulatory authorities (for example, in the United States, the FDA, and in Canada, the
TPD);

» continued publicity relating to the Senate Finance Committee’s interest in our Miami facility;
* inadequate participant enrollment; and
* any of the factors discussed in the other risk factors relating to issues regarding our Miami facility.

All of these factors are beyond our control and we must continually replace our existing contracts with
new contracts to sustain our revenue. Our inability to generate new contracts on a timely basis would have a
material adverse effect on our business, financial condition, and results of operations. In addition, since a large
portion of our operating costs are relatively fixed, variations in the timing and progress of contracts can
materially affect our financial results. The loss or delay of a large project or contract or the loss or delay of
multiple smaller contracts could have a material adverse effect on our business, financial condition and results
of operations. We have experienced termination, cancellation and delay of contracts by clients from time to
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time in the past in the ordinary course of our business. Moreover, our Miami facility has recently lost business

and clients as described in Item 1 “Issues Relating to our Miami Facility” of this Report. \
|

At any given time, one or a limited number of clients may account for a large percentage of our revenue,
which means that we could face a greater risk of loss of revenue if we lose a major client. 'i

Historically, a small number of clients have generated a large percentage of our net revenue:in any given
period. In each of 2005, 2004 and 2003, no client provided more than 10% of our direct revenue, but our 10
largest clients provided approximately 40%. 31% and 38%, respectively, of our direct revenue. PharmaNet also
relies on a limited number of clients which generate a significant percentage of its direct revenue During
2003, 2004 and 2003 direct revenue from four of PharmaNet’s clients, provided approximately 38 8%, 41.4%
and 34.7% of PharmaNet’s direct revenue, respectively. Companies that constitute our largest clients vary from
year to year, and our direct revenue from individual clients fluctuates each year. If we lose one or more major
clients in the future or if one or more clients encounter financial difficulties, our business, f1nanc1a1 condition
and results of operations could be materially and adversely affected.

'

We may bear financial risk if we under-price our contracts or overrun cost estimates. i

We bear the financial risk if we initially under-price our contracts or otherwise overrun our cost estimates.
Such under-pricing or significant cost overruns could have a material adverse effect on our business, results of

operations, financial condition and cash flows. !

I
!

If we are not able to remediate the material weaknesses relating to our internal controls or zf we incur
Sfurther instances of breakdowns in our internal controls, current and potential stockholders c'ould lose
confidence in our financial reporting, which would harm our business and the price of our common
stock. !

In connection with the internal control audit for the year ended December 31, 2005, our man?gement
assessed our internal control over financial reporting and concluded that two material weaknesses "existed. We
have taken two steps to remediate both material weaknesses, which related to too many adjusting entries and
the failure to identity and evaluate as well as disclose certain related party information to our Audit Committee
and our independent registered public accounting firm. In 2006, we have hired additional accounting personnel
to address the first material weakness. In late December 2005, our Board of Directors adopted a rei:solution
requiring all related party transactions be first approved by our Audit Committee and then by the full Board of
Directors. Recently we amended our Code of Ethics to require our human resources department to, approve in
writing the hiring of all employees. Human resources will make the appropriate related party inquiries and
forward the information when appropriate to the Audit Committee. We believe these remediation éfforts will
enhance our ability to identity and evaluate and disclose related party transactions to our Audit Cohlnﬁttee and
our independent registered public accounting firm and thereby remediate the second material weakness. While
remediating these material weaknesses is a very high priority for our management and our Audit Qomnﬁttee,
we cannot assure you that our independent registered public accounting firm will agree with our management’s
assessment that we have remediated them or that we will not encounter further instances of breakdowns in our
internal control over financial reporting. Public disclosure of these material weaknesses or a failure to
promptly complete our remediation effort could cause our common stock price to fall. Moreover, no matter
how good a system of internal control is, it can be circumvented by people who engage in improper action. In
such event, our results of operations could be distorted. If the improper activity is material, once discovered
and publicly disclosed, our common stock price could materially decline. |

!
QOur indebtedness may impact our financial condition and results of operations and the terms of our out-
standing indebtedness may limit our activities. Y

On December 31, 2005, we had approximately $168.2 million of consolidated indebtedness. Subject fo

applicable restrictions in our outstanding indebtedness, we may incur additional indebtedness in the“ future.

t
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QOur level of indebtedness will have several important effects on our future operations, including, without
limitation:

» we may be required to use a portion of our cash flow from operations for the payment of principal and
interest due on our outstanding indebtedness;

+ our outstanding indebtedness and leverage will increase the impact of negative changes in general
economic and industry conditions, as well as competitive pressures; and

« the level of our outstanding indebtedness may affect our ability to obtain additional financing for
working capital, capital expenditures or general corporate purposes.

$17.0 million of our current outstanding indebtedness bears interest at a floating rate tied to LIBOR and
$143.75 million of our outstanding indebtedness bears interest at a fixed rate of 2.25% per year. Accordingly,
if interest rates increase, whether generally or as the result of our lender’s requirement in connection with a
proposed amendment, then the amount of the interest payments on our floating rate indebtedness will also
increase. General economic conditions, industry cycles and financial, business and other factors affecting our
operations, many of which are beyond our control, may affect our future performance. As a result, these and
other factors may affect our ability to make principal and interest payments on our indebtedness. Our business
might not continue to generate cash flow at or above current levels. Moreover, if we are required to repatriate
foreign earnings in order to pay our debt service, we may incur additional income taxes. If we cannot generate
sufficient cash flow from operations in the future to service our indebtedness, we may, among other things:

» seek additional financing in the debt or equity markets;

*» seek to refinance or restructure all or a portion of our indebtedness;
¢ sell selected assets; or

» reduce or delay planned capital expenditures.

These measures might not be sufficient to enable us to service our indebtedness. In addition, any
financing, refinancing or sale of assets might not be available on economically favorable terms, if at all.

Furthermore, our credit facility contains certain restrictive covenants which will affect, and in many
respects significantly limit or prohibit, among other things, our ability to:

« incur indebtedness;

create liens;

L 4

make investments or loans;

* engage in transactions with affiliates;

pay dividends or make other distributions on, or redeem or repurchase, capital stock;

issue capital stock;

* make capital expenditures;

sell assets; and
* pursue mergers Or acquisitions.

As of the date of this Report, we cannot borrow further on the revolving line of credit which is part of
our credit facility. We recently received a waiver of certain violations under the credit facility as of
December 31, 2005. We are seeking to amend the credit facility to permit us to re-borrow under it, but cannot
assure you we will be successful. Additionally, we are in violation of certain credit facility covenants at
March 31, 2006 for the reasons expressed under “Liguidity” in Item 7 of this Report.
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We may not have sufficient funds to pay the principal return upon conversion or to repurchase our out-
standing convertible senior notes under circumstances when we are required to do so.

We have outstanding $143.75 million in aggregate principal amount of our 2.25% convertible senior notes
due 2024. The notes are convertible at the option of the holders at any time. The initial conversion rate of the
notes is 24.3424 shares of common stock per $1,000 principal amount of the notes. This is equivalent to an
initial conversion price of approximately $41.08 per share of common stock. However, the notes provide for
what is known as “net share settlement” upon conversion. This means that upon conversion of the' notes, we
will be required to pay up to $1,000 in cash, per $1,000 principal amount of notes, and, if applica‘ble, issue a
number of shares of our common stock based upon the conversion value in excess of the principal amount.
The conversion value of the notes is based on the volume weighted average price of our common stock for the
ten trading day period commencing the second trading day after we receive notice of conversion. The
conversion value must be paid as soon as practicable after it is determined. In addition, holders of the notes
may require us to purchase their notes for cash on August 15, 2009, August 15, 2014 and August 15, 2019
and, under certain circumstances, in the event of a “fundamental change”, as defined in the indenture under
which the notes were issued. Further, if a fundamental change occurs prior to August 15, 2009, we will be
required to pay a “make-whole premium” in addition to the repurchase price which may be payable at our
election in cash or shares of our common stock, valued at 97% of the then current market price, c?r a

combination of both. ‘

We may not have sufficient funds at any such time to make the required payment upon conv‘ersion or to
purchase the notes and we may not be able to raise sufficient funds to satisfy our obligations. Furthermore, the
terms of our existing credit facility contains, and the terms of other indebtedness that we may 1ncur in the
future may contain, financial covenants or other provisions that could be violated by payment of the required
amounts upon conversion or the repurchase of the notes. Our failure to pay the required amounts 'on
conversion of any of the notes when converted or to repurchase any of the notes when we are required to do
so would result in an event of default with respect to the notes, which could result in the entire outstanding
principal balance and accrued but unpaid interest on all of the notes being accelerated and could also result in
an event of default under our other outstanding indebtedness. '

Our operating results can be expected to fluctuate from period to period.

Our operating results can be expected to fluctuate from period to period. These fluctuations .ére usually
due to the level of new business awards in a particular period and the timing of the initiation, progress, or
cancellation of significant projects. Even a short acceleration or delay in such projects could have a material
effect on our results in a given reporting period. Varying periodic results could adversely affect tﬁe price of
our common stock if investors react to our reporting operating results which are less favorable than in a prior
period or than those anticipated by investors or the financial community generally. |

|
If we are required to write off goodwill or other intangible assets, our financial position and} results of
operations would be adversely affected. . |

For the year ended December 31, 2005, we incurred a non-cash goodwill impairment chargef, of
$20.3 million relating to our Miami operations. This had a material adverse effect on our results of operations
for the year. We had goodwill and other intangible assets of approximately $331.1 million and $311.2 million
(after deducting the impairment charge) as of December 31, 2004 and December 31, 2005, respectively, which
constituted approximately 59.3% and 54.4%, respectively, of our total assets. We periodically evaluate
goodwill and other intangible assets for impairment. Any future determination requiring the write off of a
significant portion of our goodwill or other intangible assets could adversely affect our results of lopexatlons

and financial condition. :
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QOur business is subject to international economic, political and other risks that could negatively affect
our results of operations or financial position.

A significant portion of our revenue is derived from countries outside the United States. Further, we
anticipate that revenue from international operations may grow in the future. Accordingly, our business is
subject to risks associated with doing business internationally, including:

* Less stable political and economic environments and changes in a specific country’s or region’s political
or economic conditions;

+ Potential negative consequences from changes in tax laws affecting our ability to repatriate profits;

« Unfavorable labor regulations;

Greater difficulties in managing and staffing foreign operations;

* Currency fluctuations;

* Changes in trade policies, regulatory requirements and other barriers;
* Civil unrest or other catastrophic events; and

* Longer payment cycles of foreign customers and difficulty collecting receivables in foreign
jurisdictions.

These factors are beyond our control. The realization of any of these or other risks associated with
operating in foreign countries could have a material adverse effect on our business, results of operations and
financial condition.

Qur substantial non-United States operations expose us to currency risks.

Our financial statements are denominated in U.S. dollars, and accordingly, changes in the exchange rate
between the Canadian dollar, Euros or other foreign currencies and the U.S. dollar could materially affect the
translation of our subsidiaries’ financial results into U.S. dollars for purposes of reporting our consolidated
financial results. Due to the acquisition of PharmaNet, which has locations worldwide, we are subject to
exchange rate gains and losses for multiple currencies. We also may be subject to foreign currency transaction
risk when our service contracts are denominated in a currency other than the currency in which we incur
expenses or earn fees related to such contracts. For example, our Canadian operations often perform services
for a fixed price denominated in U.S. dollars or in Euros while their payroll and other expenses are primarily
Canadian dollar expenses. In 2005, we adopted a formal foreign currency risk hedging policy to attempt to
mitigate this risk in the future. We cannot assure you that we will be successful in limiting risks associated
with foreign currency transactions. Although we initiated hedging transactions in 2005 to seek to mitigate our
foreign currency risks, none of the individual transactions were material. We incurred a pre-tax loss from
foreign currency transactions relating to our foreign operations for the year of approximately $0.7 million or
$0.02 per diluted share after taxes.

We could be adversely affected by tax law changes in Canada or in other jurisdictions.

Our operations in Canada currently benefit from favorable corporate tax arrangements. We receive
substantial tax credits in Canada from both the Canadian federal and Quebec governments. Our Canadian
operations employ a large number of research and development employees which results in significant
expenses related to these services. Due to the nature of these services, the Canadian government subsidizes a
portion of these expenses through tax credits that result in a reduced effective tax rate as well as a significant
deferred tax asset on our balance sheet. However, there is no assurance that the credits will be fully realized.
Further, any reduction in the availability or amount of these tax credits could have a material adverse effect on
our profits and cash flow from our Canadian operations. Additionally, a large part of our net earnings is
generated outside of the United States, where tax rates are generally lower. If applicable foreign tax rates,
particularly in Canada and Switzerland, increase, it will reduce our consolidated net earnings.
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Governmental authorities may question our inter-company transfer pricing policies or chan};e their laws
in a manner that could increase our effective tax or otherwise harm our business. :
As a United States company doing business in international markets through subsidiaries, we are subject
to foreign tax and inter-company pricing laws, including those relating to the flow of funds between our
company and our subsidiaries. Regulators in the United States and in foreign markets closely monitor our
corporate structure and how we effect inter-company fund transfers. If regulators challenge our corporate
structure, transfer pricing mechanisms or inter-company transfers, our operations may be negatively impacted
and our effective tax rate may increase. Tax rates vary from country to country and if regulators ‘detemnne
that our profits in one jurisdiction may need to be increased, we may not be able to fully utilize all foreign tax
credits that are generated, which would increase our effective tax rate. We cannot assure you that we will be
in compliance with all applicable customs, exchange control and transfer pricing laws despite ou'r efforts to be
aware of and to comply with such laws. Further, if these laws change, we may need to adjust our operating
procedure and our business could be adversely affected. '
|
Because we are smaller than our largest competitors, we may lack the resources needed to compete
effectively. ;

There are a large number of drug development services companies ranging in size from one?person firms
to full service, global drug development corporations. Intense competition may lead to price presSure or other
conditions that could adversely affect our business. Some of our competitors are substantially larger than us
and have greater financial, human and other resources. We may lack the operating and financial resources
needed to compete effectively. |

If we do not continue to develop new assay methods for our analytical applications, we may be unable to
compete with other entities offering bioanalytical laboratory services.

We must continuously develop assay methods to test drug products in order to meet the needs of our
clients and attract new clients. In order to substantially increase the business of our bioanalytical laboratorles
which provide services for branded pharmaceutical, biotechnology and generic drug companies, we must be
able to provide solutions for our clients. This requires staying abreast of current regulatory requxrgments and
identifying methods and applications that will assist our clients in obtaining approval for their products. If we
are not successful in developing new methods and applications, we may lose our clients. (

We risk potential liability when conducting clinical trials, which could cost us large amounts Eof money.

Our clinical trials involve administering drugs to humans in order to determine the effects of the drugs.
By doing so, we are subject to the general risks of liability to these persons, which include those relating to:

» adverse side effects and reactions resulting from administering these drugs to a clinical trial participant;

» unintended consequences resulting from the procedures and/or changes in medical practice }to which a
study participant may be subject as part of a clinical trial;

* improper administration of these drugs; or
* potential professional malpractice of our employees or contractors, including physicians.

Our contracts may not have adequate indemnification agreements requiring our clients to indemnify us in
the event of adverse consequences to our participants caused by their drugs or participation in their trials. We
also carry liability insurance but there is no certainty as to the adequacy, or the continued availabil\lity at rates
acceptable to us, of such liability insurance. We could also be held liable for other errors or omissions in
connection with our services. For example, we could be held liable for errors or omissions or breach of
contract if our laboratories inaccurately report or fail to report lab results. If we do not perform our services to
contractual or regulatory standards, the clinical trial process could be adversely affected. Additionally, if
clinical trial services such as laboratory analysis do not conform to contractual or regulatory standards, trial
participants could be affected. If there is a damage claim not covered by insurance, the indemnification

|
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agreement is not enforceable or broad enough, or our client is insolvent, any resulting award against us could
result in our experiencing large losses. :

We face a risk of liability from our handling and disposal of medical wastes, which could cause us to
incur significant costs or otherwise adversely affect us. :

Our clinical trial activities and laboratory services involve the controlled disposal of medical wastes,
which are considered hazardous materials. Although we may use reputable third parties to dispose of medical
waste, we cannot completely eliminate the risk of accidental contamination or injury from these materials. If
this occurs, we could be held liable for clean-up costs, damages, face significant fines, and face the temporary
or permanent shutdown of our operations.

Failure to comply with applicable governmental regulations could harm our operating results and
reputation.

We may be subject to regulatory action, which in some jurisdictions includes criminal sanctions, if we
fail to comply with applicable laws and regulations. Failure to comply can also result in the termination of
ongoing research and disqualification of data collected during the clinical trials. This could harm our
reputation, our prospects for future work and our operating results. A finding by the FDA that we are not in
compliance with GLP standards for our laboratories, current GMP standards, and/or GCP standards for our
clinical facilities could materially and adversely affect us. Similarly, a finding by the TPD that we are not in
compliance with Canadian Good Manufacturing Practices, or Canadian GMP, standards, and/or Canadian Good
Clinical Practices, or Canadian GCPs, and/or other legislative requirements for clinical trials in Canada, could
materially and adversely affect us. In addition to the above United States and Canadian laws and regulations,
we must comply with the laws of all countries where we do business, including laws governing clinical trials
in the jurisdiction where the trials are performed. Failure to comply with applicable requirements could subject
us to regulatory risk, liability and potential costs associated with redoing the trials which could damage our
reputation and adversely affect our operating results.

If we lose the services of our key personnel or are unable to attract qualified staff, our business could be
adversely affected.

Our success is substantially dependent upon the performance, contributions and expertise of our senior
management team, including, among others, Mr. Jeffrey P. McMullen, SFBC'’s chief executive officer, the
executive committee comprised of 20 members, and our divisional presidents and key vice presidents
companywide. In addition, some members of our senior management team play a very significant role in the
generation of new business and retention of existing clients. We also depend on our ability to attract and retain
qualified management, professional and operating staff. Our loss of the services of any of the members of
senior management, or any other key executive, or our inability to continue to attract and retain qualified
personnel, could have a material adverse effect on our business.

Our business depends on the continued effectiveness and availability of our information technology infra-
structure, and failures of this infrastructure could harm our operations.

To remain competitive in our industry, we must employ information technologies that capture, manage,
and analyze the large streams of data generated during our clinical trials in compliance with applicable
regulatory requirements. In addition, because we provide services on a global basis, we rely extensively on our
technology to allow the concurrent conduct of studies and work sharing around the world. As with all
information technology, our system is vulnerable to potential damage or interruptions from fires, blackouts,
telecommunications failures, and other unexpected events, as well as to break-ins, sabotage, or intentional acts
of vandalism. Given the extensive reliance of our business on this technology, any substantial disruption or
resulting loss of data that is not avoided or corrected by our backup measures could harm our business and
operations.
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Risks Related to Our Common Stock

) , , . oL
We may issue a substantial amount of our common stock in the future which could cause dllupon to new
investors and otherwise adversely affect our stock price. |

An element of our growth strategy is to make acquisitions. As part of our acquisition strategy,; we may
issue additional shares of common stock as consideration for such acquisitions. These issuances could be
significant. To the extent that we make acquisitions and issue our shares of common stock as consi}\deration,
your equity interest in us will be diluted. Any such issuance will also increase the number of outstanding
shares of common stock that will be eligible for sale in the future. Persons receiving shares of our Lcommon
stock in connection with these acquisitions may be likely to sell off their common stock rather than hold their
shares for investment, which may impact the price of our common stock. In addition, the potential issuance of
additional shares in connection with anticipated acquisitions could lessen demand for our common ;stock and
result in a lower price than might otherwise be obtained. We plan to issue common stock, for compensation
purposes and in connection with strategic transactions or for other purposes. ‘

Recent changes in accounting standards could limit the desirability of granting stock options, which could
harm our ability to attract and retain employees, and could also negatively impact our results of
operations. -

The Financial Accounting Standards Board is requiring all companies to treat the fair value of stock
options granted to employees as an expense effective for the first interim reporting period that begins after
June 15, 2005. This change became effective for us on January 1, 2006. We and other companies are required
to record a compensation expense equal to the fair value of each stock option granted over its vesting period.
Previously, we were generally not required to record compensation expense in connection with employee stock
option grants. We believe this change may reduce the attractiveness of granting stock options becal:lse of the
additional expense associated with these grants, which would negatively impact our results of operations. For
example, had we been required to expense stock option grants by applying the measurement provisions of
Statement 123(R), our recorded net earnings for the years ended December 31, 2004 and 2005 of |
approximately $19.7 million and $4.8 million, respectively, would have been reduced to approximately
$15.7 million and a loss of $3.1 million, respectively. Stock options are an important employee recruitment
and retention tool, and we may not be able to attract and retain key personnel. Because Statement 123(R) did
not apply to vested options as of December 31, 2005, in 2005 we accelerated the vesting of 462,059
out-of-the-money options held by PharmaNet executives and issued 263,544 vested options to 119 employees,
none of whom are executive officers and directors. Beginning in 2006, we plan to eliminate or reduce issuance
of stock options and issue lesser amounts of restricted stock or restricted stock units which involve less
dilution, but generally result in income taxation to employees who receive grants, unless delivery i§ deferred
into the future. Regardless of whether we issue options or restricted stock, our future results of operations will
be negatively impacted.

Our stock price can be extremely volatile, and your investment could suffer a decline in value.

The trading price of our common stock has been, and is likely to be, volatile and could be subject to
wide fluctuations in price in response to various factors, many of which are beyond our control, including:

+ actual or anticipated variations in quarterly operating results, including changes in our guidance as to
forecasted earnings; » |

* changes in financial estimates by securities analysts;
* media articles such as the Bloomberg Reports; [
« adverse events arising in connection with our Miami facility including events related to the iproperty;
* loss of a major client or contract; |

* new service offerings introduced or announced by our competitors;
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» changes in market valuations of other similar companies;

* our announcement of significant acquisitions, strategic partnerships, joint ventures or capital
commitments;

* additions or departures of key personnel; and
» sales of our common stock, including short sales.

As a result, investors could lose all or part of their investment. In addition, the stock market in general
experiences extreme price and volume fluctuations that are often unrelated and disproportionate to the
operating performance of companies.

Anti-takeover provisions in our charter documents and under Delaware law may make an acquisition of
us, which may be beneficial to our stockholders, more difficult, which could depress our stock price.

We are incorporated in Delaware. Certain anti-takeover provisions of Delaware law and our charter
documents as currently in effect may make a change in control of our company more difficult, even if a
change in control would be beneficial to the stockholders. Qur charter documents provide that our board of
directors may issue, without a vote of our stockholders, one or more series of preferred stock that has more
than one vote per share. This could permit our board of directors to issue preferred stock to investors who
support our management and give effective control of our business to our management. Additionally, issuance
of preferred stock could block an acquisition resulting in both a drop in the price of our common stock and a
decline in interest in the stock, which could make it more difficult for stockholders to sell their shares. This
could cause the market price of our common stock to drop significantly, even if our business is performing
well. Our bylaws also limit who may call a special meeting of stockholders and establish advance notice
requirements for nomination for election to the board of directors or for proposing matters that can be acted
upon at stockholder meetings. Delaware law also prohibits corporations from engaging in a business
combination with any holders of 15% or more of their capital stock until the holder has held the stock for
three years unless, among other possibilities, the board of directors approves the transaction. Our board of
directors may use these provisions to prevent changes in the management and control of our company. Also,
under applicable Delaware law, our board of directors may adopt additional anti-takeover measures in the
future. In addition, provisions of certain contracts, such as employment agreements with our executive officers,
may have an anti-takeover effect.

In December 2005, our board of directors adopted a Shareholder Rights Plan, which has the effect of
deterring hostile takeovers. Additionally, we adopted an amendment to our Bylaws, which temporarily requires
holders who own 20% or more of our common stock to call a special meeting of stockholders. On January 1,
2007, the required percentage drops back to 10%.

Item 1B. Unresolved Staff Comments.
Not applicable.

Item 2. Properties.

We own properties in Miami, Florida and Toronto and Quebec City, Canada. We lease the remainder of
our facilities under long-term written leases that generally provide for base monthly rents with annual
escalation clauses based upon fixed amounts or cost of living increases. These increases are calculated using
various methods on a lease by lease basis. Except as described elsewhere in this Report, all of our operating
facilities are in good condition and enable us to serve our clients efficiently. The following table lists our
material properties:

Approximate Square Approximate Base
Location Footage Type of Holding Expiration Monthly Rent
Miami, FL. . ............... 160,000 Owned N/A N/A
Miami, FL. . ... ............ Land Leased 2045 $ 1,250
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Location

Kennett Square, PA ... .. ... ..

Philadelphia, PA ............

Quebec City, Canada . . .......
Quebec City, Canada . ........
Montreal, Canada ...........
Toronto, ON, Canada.........
Barcelona, Spain............
Ft.Myers, FL ..............
Tampa, FL ................
Pinellas Park, FL. .. ... ... ...

Princeton, NJ. ... ...........
Princeton, NJ. .. ........ ... .
Blue Bell, PA ..............
Washington, DC ... .........

Research Triangle Park (Cary),

NC....................
Chicago (Deerfield), IL .. .. ...
San Diego, CA .............
Boston, MA .. ............ .
Charlotte, NC . .............
Buenos Aires, Argentina . . . . ..
High Wycombe, UK. ...... ..
Paris, France . ... ...........
Frankfurt, Germany . ... ... ...
Munich, Germany ...........
Stockholm, Sweden..........
Amersfoort, Netherlands . ... ..

Zurich (Zumikon),

Switzerland ... ... ........

Madrid, Spain . . ............
Moscow, Russia. . .. .........
Bangalore, India . ...........
Sydney, Australia ..........,
Mumbai, India. .............
London, Ontario, Canada . . . . ..
St. Petersburg, Russia ... .. ...

Approximate Square
Footage

Type of Holding

15,000 (plus land)

8,000

8,000

79,529
Land
57,596
18,390
4,200
25,818
3,650
756

151,579

121,990

44,708
8,323

19,255
12,112
12,055
6,098
17,604
4,736
45,000
7,760
7,792
1,245
2,476
12,959

6,468
2,938
5,242
4,466
5,768
11,840
13,265
7,461
4,370
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Owned

Leased

Leased

Leased
Owned
Leased
Owned
Leased
Leased
Leased
Leased

Leased
Leased
Leased
Leased

Leased
Leased
Leased
Leased
Leased
Leased
Leased
Leased
Leased
Leased
Leased
Leased

Leased
Leased
Leased
Leased
Leased
Leased
Leased
Leased
Leased

Expiration

N/A

August 2006 in part

and balance is

month to month with

90 day notice for
termination

month to month with

90 day notice for
termination

June 2007 to August

2007
N/A
March 2011
N/A
August 2008
December 2007
November 2006
August 2006

March 2006 to
March 2016

June 2011
July 2014
November 2011

November 2008
December 2012
July 2012
October 2010
June 2010
September 2008
August 2012
July 2011
May 2007
December 2006
January 2008
August 2007

February 2006
November 2007
September 2006
September 2007
November 2007
November 2008

August 2008
June 2006
December 2008

%Approximate Base
._Monthly Rent

i N/A

$ 15,700

$ 4167

$ 91,806
N/A

$ 90,519
N/A

S 2474
. $ 31,010
$ 3,473
$ 809

| $102,525
| $177,902
| $ 75,328
| $ 29,824

' $ 36,103
$ 15,645
$ 25,315
$ 11,942
$ 22,005
3,829
83,715
46,143
16,671
2,445
3,419
21,111

R = R R R )

9,102
13,285
18,946
29,382

6,286
16,751
15,962
11,573
25,373
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Approximate Square Approximate Base

Location Footage Type of Holding Expiration Monthly Rent
- Singapore . . ... ... 3,079 Leased April 2008 $ 8,563
Kiev, Ukraine .............. 4,806 Leased February 2007 $ 83,715

Item 3. Legal Proceedings.

In July 2005, the National Association of Securities Dealers, Inc., or NASD, advised us that it had
referred to the Securities and Exchange Commission, or SEC, its files relating to its review of trading activity
in our stock prior to our November 3, 2004 announcement of our proposed acquisition of PharmaNet. We had
previously been advised that the NASD Amex Regulation Division conducted a similar review with regard to
our options, but are unaware of the extent of that review.

We cooperated with the NASD in connection with these reviews, but have not been contacted by the SEC
Staff with regard to the NASD reviews. We do not believe that any of our management or employees who had
knowledge of the PharmaNet acquisition engaged in any trading of our stock or options based upon non-public
information about the acquisition.

We have received two requests from the SEC Staff which are explained in detail on page 24 of this
Report. We have cooperated fully with the SEC in this matter and will continue to do so. For further
information on this matter, see Item 1A. “Risk Factors.”

In January 2006, the owner of the land upon which part of our Miami facility is located commenced an
action against us seeking a judgment declaring that we breached the land lease. The complaint, as amended,
alleges that the defaults include issues alleged in the Bloomberg Reports, the structural, building and fire code
issues raised by the Miami-Dade County Building Department, the pending or SEC Commission staff inquiry
and failure to maintain insurance naming the owner as a co-insured. We have denied that the allegations in the
complaint constitute defaults under the lease, and have asserted multiple defenses including that to forfeit the
leasehold at this time with approximately 40 years remaining on the lease would be inequitable. We intend to
deny all charges in the amended complaint which added the fire code allegation. If the Court nonetheless
issues a declaratory judgment in favor of the plaintiff, we will be required to vacate the South building and the
part of the annex on the leased land.

Beginning in December 2005, a number of class action lawsuits have been filed in the United States
District Court for the Southern District of Florida and the United States District Court for the District of
New Jersey alleging that SFBC and certain of its current and former officers and directors violated
Sections 10(b) and 20(a) of the Securities Exchange Act of 1934, and Rule 10b-5 thereunder. The suits allege
that the defendants misrepresented SFBC’s business conditions, prospects and financial results and failed to
disclose SFBC’s allegedly improper and reckless business practices, such as improper recruiting practices and
mismanagement of clinical trials. The class action complaints purport to have been brought by one of two
proposed classes — those who purchased SFBC common stock from August 4, 2003 through December 15,
2005 or from February 17, 2004 through December 15, 2005. The actions in the Southern District of Florida
have been consolidated and a motion to transfer them to the District of New Jersey has been filed. A motion
to consolidate the actions in the District of New Jersey is pending. SFBC intends to vigorously defend against
these class actions. Based on the information currently available, management does not believe that the lawsuit
will have a material adverse effect on the financial condition, results of operations or business of the Company.
However, as the outcome of this matter is difficult to predict, significant changes in the estimated exposures
could occur.

Beginning in late 2005, a number of stockholder derivative complaints were filed in the United States
District Court for the Southern District of Florida, the United States Court for the District of New Jersey and
the Circuit Court of Miami-Dade County, Florida against certain current and former officers and directors of
SFBC, as well as SFBC (as a nominal defendant) for violations of state and federal law, including breach of
fiduciary duty, abuse of control, gross mismanagement, waste of corporate assets, unjust enrichment,
disgorgement under the Sarbanes-Oxley Act of 2002 and violation of Section 14(a) of the Securities Exchange
Act of 1934. These complaints alleged that the individual defendants misrepresented and engaged in a
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conspiracy to misrepresent SFBC’s business condition, prospects and financial results, failed to disclose
SFBC'’s allegedly improper and reckless business practices, such as mismanagement of clinical trials and
mistreatment of research participants, used SFBC’s artificially inflated stock to acquire other companies and
complete public offerings and engaged in illegal insider trading. The derivative actions pending in the Southern
District of Florida have been consolidated and a motion to transfer them to the District of New Jersey is
pending. The individuals named as defendants intend to vigorously defend against these derivativé actions.
Based on the information currently available, management does not believe that the lawsuit will have a
material adverse effect on the financial condition, results of operations or business of the Company. However,
as the outcome of this matter is difficult to predict, significant changes in the estimated exposures; could occur.

On April 12, 2004, MCC Analitica, S.A., or MCC, filed a private criminal complaint in Barc;elona, Spain,
alleging that defendant Dr. Maria Cruz Caturla Perales, a former employee of MCC, who is now an employee
and 51% owner of SFBC Anapharm Europe, S.L., misappropriated confidential materials and utilized those
materials at SFBC Anapharm Europe. We, through SFBC Europe B.V., own a 49% interest in SFBC
Anapharm Europe. Also named in the private proceedings were Drs. Gregory Holmes and Marc LeBel as legal
representatives of SFBC Anapharm Europe. There are no allegations that Dr. Holmes or Dr. LeBel participated
in the alleged actions or knew of them. Spanish law provides that private individuals may file a criminal
complaint and an examining judge then conducts an investigation to determine whether further proceedings are
warranted. We were not named as a party to the proceedings. Spanish counsel has advised us that! in such
counsel’s opinion, it is unlikely that either we or our subsidiary, SFBC Europe B.V., will have liaﬁility
including possible civil liability. However, there can be no assurances that either we or our subsidﬁary will not
have any liability. In addition, while we believe that this matter will not have a material adverse effect on the
business of our joint venture or our investment therein, there can be no assurances as to that effec:t.

In November 2005, our Spanish counsel notified us that the Criminal Investigation Court dismissed the
proceeding. We were advised in February 2006 that an appeal for reconsideration to the Criminal Investigation
Court had been denied. The plaintiff may file an appeal to the Provincial Court of Appeal. [

|

From time to time we are involved in legal claims and actions and regulatory matters and other notices
and demand proceedings, arising in the ordinary course of our business. While it is not possible tcj> predict or
determine the outcome of any such matters, in the opinion of our management, based on a review with legal
counsel, any losses resulting would not have a material adverse impact on our financial position, fesults of
operations or cash flows. !

|
!

Item 4. Submission of Matters to a Vote of Security Holders.
i
No matters were submitted to a vote for our security holders during the fourth quarter of the year ended

December 31, 2005. |

)

PART 1I

Item S. Market for Registrant’s Common Equity and Related Stockholder Matters and Issuer Purchases of
Equity Securities. |

Market Information

The following table sets forth, for the periods indicated, the range of quarterly high and low sales prices
for our common stock as adjusted to give effect to the three-for-two stock split that we paid in th({a form of a
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50% stock dividend on May 19, 2004. Our stock trades on the Nasdaq National Market under the symbol
“SFCC.”

_High  _Low_
Fiscal year ending December 31, 2004
First QUarter. . . ... .o $21.33  $17.33
Second QUArter. . . .. .ot e e 31.50 18.39
Third QUarter . . . ... ..o 35.22 25.10
Fourth Quarter . ... ... ... .. e 41.00 25.62
Fiscal year ending December 31, 2005
First Quarter. . ... ..o $43.71  $33.50
Second Quarter. . .. ... 39.28 27.86
Third Quarter . . . ... ... 45.73 37.41
Fourth Quarter . .. .. ... . 45.29 12.38

Holders

As of February 16, 2006 there were approximately 85 registered holders of record of our common stock.
We believe that there are approximately 7,800 beneficial owners of our common stock.
Dividend Policy

Since we became a public company, we have not paid cash dividends on our common stock. Currently,
we intend to retain future earnings in order to finance the growth and development of our business. Our credit
facility contains certain covenants that restrict, or may have the effect of restricting, our payment of dividends.

Securities Authorized for Issnance Under Equity Compensation Plans

The following table provides information about our Equity Compensation Plans as of December 31, 2005.

Number of Securities to be Number of Securities
Issued Upon Exercise of Weighted Average Price of Remaining Available for
Plan Category Outstanding Options Outstanding Stock Options Future Issuance
1999 Stock Plan approved
by security holders . . . . . 1,460,367 $18.59 216,063

Employee Stock Purchase
Plan approved by
security holders ... .. .. 83,582 $13.61 194,961

Stock Option Agreements
not by approved security
holders.............. 862,697 $41.42 —
Recent Sales of Unregistered Securities

During the year ended December 31, 2005, we did not sell any securities which were not covered by an
effective registration statement under the Securities Act of 1933,
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Purchase of Equity Securities by the Issuer and Affiliated Purchasers

b
|
\
!
\
i
il
i
}
|

| @)
(c) Maximum Number
Total Number of (or Approximate
Shares (or Units) Dollar Value) of
(a) {b) Purchased as Part Shares (or Units)
Number of Average Price of Publicly That May yet be
Shares (or Units) Paid per Share (or Announced Plans or Purchased Under the
Period Purchased Unit) Programs(1) Plans or Programs
January 1 — January 31, 2005 . . .. — $ — — $ —
February 1 — February 28, 2005 . . — $ — — $ —
March 1 — March 31,2005 ... ... — $ — — ;$ —
April 1 — April 30,2005........ — $ — — § —
May 1 — May 31,2005 ......... — $ — — $ —
June 1 — June 30,2005 ......... — $ — — $ —
July 1 —July 31,2005 ......... — 5 — — $ —
September 1 — September 30, ‘

2005 ... — $ — — $ —
October 1 — October 31, 2005. . .. — $ — — $ —
November 1 — November 30, \

2005 ... 100,000 $31.30 100,000 $26,700,000
December 1 — December 31, ;

2005 ... 506,300 $18.36 506,300 $17,600,000
Total . ...................... 606,300 $20.49 606,300 $17,600,000

!
(1) SFBC initially announced its share repurchase program in 2001, authorizing it to repurchase up to

1,000,000 shares of its common stock. SFBC announced on December 2, 2005 that it had amended its
share repurchase program and authorized the repurchase of up to $30 million of its common;stock.
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Item 6. Selected Financial Data.

The following table sets forth selected consolidated financial data that is qualified in its entirety by and
should be read in conjunction with “Management’s Discussion and Analysis of Financial Condition and
Results of Operations” and our consolidated financial statements and notes thereto appearing elsewhere in this
Report. The financial data as of December 31, 2005, 2004, 2003, 2002 and 2001, and for each of the five
years in the period ended December 31, 2005, have been derived from our audited consolidated financial
statements for such periods as audited by Grant Thornton LLP. Effective as of the close of business on May 19,
2004, we effected a three-for-two stock split that we paid in the form of a 50% stock dividend. All historical
earnings per share numbers have been retroactively adjusted to reflect this stock split.

2001 2002 2003 2004 2005
(In thousands, except per share data)

Consolidated statements of operations data:

DirfeCt TeVeNUE . . . . oot oo et ee e $31,471  $64,740 $93,784  $148,919  $334,751
Direct COStS . . . vt et i $18,151  3$36,728  $49,241 $ 75,793  $191,139
Selling, general and administrative expenses . . . .. . $ 7,556 $17,867 $29,965 $ 45,598  $102,343
Goodwill impairment . . . .................... — — — — $ 20,315

Total direct costs and expenses . . ............ $25,707 $54,595 $79,206  $121,391  $313,797

Earnings from operations . ................. $ 5764 310,145  $14,579 % 27,529 § 20,954

Interest expense-net

Interest inCOmME. . . . .o oot v it e e e $ 359 $ 447 § 272 $ 1346 § 891

Interest (EXPense) . . .. oo e, $ 27 $ (282) $ @27y % (2,691) $(12,017)

Earnings before taxes . .. .................. $ 6,096 $10,310 $14,424 § 26,183 $ 9,828
INCOme 1aX EXPENSE . . o o v v et e $ 2276 $2442 $2842 $ 6,199 § 4,496
Earnings before minority interest .. ............ $ 380 §$ 7,868 $11,582 $ 19985 § 5,331
Minority interest in joint venture .............. — — — $ 326 § 552
Net earnmings . .. ..oovvvv i $ 3820 $ 7,868 $11,582 $ 19,659 $ 4,779
Earnings per share

Basic. ... $ 063 $ 074 § 099 $ 131 § 027

Diluted .......... $ 054 % 070 $ 092 $§ 125 $ 026

As of December 31,
2001 2002 2003 2004 2005

Consolidated balance sheet data:
Cash and cash equivalents . ................. $39,103 $ 6,361 $ 56,020 $ 24,909 $ 30,668
Accounts receivable, net. .. ............. .. .. $10,454 $21,754 % 32,858 $ 98,067 $117,872
Working capital .. ........... .. .. ... . ... $44,593  $20,805 $ 79,381 $ 51,097 $ 51,594
Total @SSEES . ..\ v $60,484  $85959  $173,051  $558,187  $572,537
Long term debt, including current portion . . . . . .. $ 9 $4,148 $ 5,651 $277,517 $168,223
Stockholders” equity. . . ...... ... ... ... $54,631  $68,559  $149,943 3172415  $282,282
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Ope}'ations.

The following discussion of our financial condition and results of operations should be read together with
the financial statements and related notes included in this Report. This discussion contains forwa:d looking
statements that involve risks and uncertainties. Our actual results may differ materially from those anticipated
in those forward-looking statements as a result of certain factors, including, but not limited to, those contained
in the discussion on forward-looking statements and those contained in “Risk Factors” contained in Item 1A
of this Report. We disclaim any intention or obligation to publicly announce the results of any revisions to any
of the forward-looking statements contained herein to reflect future events or developments. |

Overview i

|

Prior to 2005, we grew significantly through organic growth and acquisitions. In 2005, we did not
complete any acquisitions. Our organic revenue growth was approximately 22% in 2005 in spite of a
significant reduction of revenues in the second half of the year at our Miami facility. Excluding the impact of
a one-time non-cash goodwill impairment charge of $20.3 million at our Miami facility, and deépite a
reduction in profitability at our Miami facility, we experienced strong earnings from operation at PharmaNet,
Anapharm and all of our other subsidiaries excluding Ft. Myers. ‘

!

The table below reflects the length of time each of our principal operating subsidiaries operated during

each year for which we present audited financial statements in this Report.

Number of months each principal operating subsidiary is included in operating results:
2005 2004 2003(1)

S 10 Y e 12 12 12
SEBC Ft. Myers. ..o ov i ettt e et 12 12 12
SFBC Analytical ... ... ..ottt ettt e 12 12, 12
Anapharm . . ... .. 12 12: 12
SFBC Charlotte(1) . . .. oottt e e e 12 12 12
SFBC New Drug Services(1) . .. ... .ouuoun e 12 12 12
Clinical Pharmacology Associates(2) ... ........... it . 12 12'1 5
SFBC New Drug Services Canada(3) . ......... ..o, .. 12 12 6
SFBC Taylor Technology ... ... ... . . 12 5 0
PharmaNet(4). . . .. ..ot e 12 0 0

(1) We merged SFBC Charlotte into SFBC New Drug Services in April 2003. In 2003, the former SFBC New
Drug Services was divided into two entities. The early stage portion was operated as a stand alone entity,
Clinical Pharmacology Services. The late stage portion was merged into PharmaNet operations.

(2) Included in SFBC Miami.

(3) SFBC New Drug Services Canada was a 49% subsidiary of SFBC from March 15, 2002 through June
2003 and its results were reported during that time using the equity method. *

(4) As a result of our acquisition of PharmaNet on December 22, 2004, PharmaNet's net revenue and operat-
ing expenses (excluding amortization of intangibles) during the nine-day period had a net neutral effect on

net earnings and were not included in our financial results for 2004. ‘
|

Highlights for 2005 include:
* QOur direct revenue increased to approximately $334.8 million from approximately $148.9fmill.ion;

* Our net earnings decreased from approximately $19.7 million to approximately $4.8 million primarily
as a result of a one time non-cash goodwill impairment charge of approximately $20.3 million incurred
in our Miami operations; |
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» Our earnings per share decreased from $1.25 to $0.26 per share primarily as a result of a one time non-
cash goodwill impairment charge of approximately $20.3 million, incurred in our Miami operations;

+ We reduced the amount borrowed on our credit facility from $125.0 million to $17.0 million primarily
as a result of our March 2005 public offering and we incurred non-cash write-offs of deferred financing
charges of approximately $3.3 million as a result of this paydown and amendments on our credit
facility;

» Net cash provided by operating activities was approximately $49.4 million;

* We purchased land in Quebec City, Canada intended to house a new expanded facility for Anapharm’s
operations;

+ Excluding allocation of corporate overhead, our late stage subsidiary, PharmaNet, which we acquired
on December 22, 2004, had recorded direct revenue of $157.5 million and pre-tax earnings of
approximately $18.5 million in pre-tax profits from operations which includes a loss of approximately
$1.4 million from the merged operations of SFBC New Drug Services and the late stage Canadian
business;

*

Excluding allocation of corporate overhead, Anapharm had record direct revenue of $86.5 million and
pre-tax earnings of $15.4 million;

* Our Miami operations were significantly affected by the events described in Item 1 of this Report
which resulted in a $20.3 million impairment charge. The events also led to an approximate $3.8 million
severance charge. Additionally, we incurred additional legal costs of approximately $0.7 million
resulting to the events which affected this facility;

» While our Miami subsidiary’s direct revenue increased by approximately 20.9% to $58.7 million, its
direct revenue and earnings from operations fell significantly in the second half of the year, particularly
in the fourth quarter.

Our net revenue consists primarily of fees earned for services performed under contracts with branded
pharmaceutical, biotechnology and generic drug company clients. Typically, a portion of our contract fee is
due upon signing of the contract, and the majority of the contract fee is generally paid in installments upon
the achievement of certain agreed upon performance milestones. Because PharmaNet’s contracts are generally
larger and longer in duration, it typically receives larger advance payments. Our contracts are generally
terminable immediately or after a specified period following notice by the client. These contracts usually
require payment to us of expenses to wind-down a study, fees earned to date, and in some cases a termination
fee. Prior to the acquisition of PharmaNet, since most of our contracts were early stage trials which are of
short duration, we did not experience any significant terminations of contracts in progress. PharmaNet, whose
trials are primarily late stage, typically performs services under long-term centracts which are subject to a
greater risk of delay or cancellation. PharmaNet believes that its late stage cancellation rate for 2005 and 2004
was below industry averages. There can be no assurances that material cancellations will not occur in the
future.

In our long-term late stage contracts we have historically reported net revenue, which amounts include
any reimbursed out-of-pocket expenses consisting of travel and other expenses. As a result of our acquisition
of PharmaNet, beginning in 2005 we began reporting revenue line items consisting of direct revenue and
reimbursed out-of-pockets, together with an expense line item for reimbursable out-of-pocket expenses which
will consist of travel and other expenses for which we are reimbursed by our clients.

As described separately above, in 2005 we began recording our recurring operating expenses in three
primary categories: (1) direct costs, (2) selling, general and administrative expenses and (3) reimbursable
out-of-pocket expenses. Direct costs consist primarily of participant fees and associated expenses, direct labor
and employee benefits, facility costs, depreciation associated with facilities and equipment used in conducting
trials, and other costs and materials directly related to contracts. Direct costs as a percentage of net revenue
vary from period to period, due to the varying mix of contracts and services performed and to the percentage
of revenue arising from our Canadian operations, which generally have higher direct costs. Selling, general
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and administrative costs consist primarily of administrative payroll (except for PharmaNet) and overhead,

advertising and public relations expense, legal and accounting expense, travel, depreciation and arhortization
related to amortizable intangibles. PharmaNet includes all payroll related costs as part of direct costs and all
office costs and depreciation as part of selling, general and administrative costs.

b

|

The gross profit margins on our contracts vary depending upon the nature of the services we perform for
our clients. Gross profit margins for our early stage clinical development trials and bioanalytical services
generally tend to be higher than those for our late stage trials, management and other services that we perform.
Within our early stage business, our gross profit margins are generally higher for trials which 1nvolve a larger
number of participants, a longer period of study time and/or the performance of more tests. Gross;proflt
margins for our services to branded drug clients generally tend to be higher than those for generici drug clients.
In addition, our gross profit margins will vary based upon our mix of domestic and international business.
Gross profit margins are calculated by dividing the gross margin excluding by direct revenue. ‘

Excluding the impact of our non-cash impairment charge of $20.3 million which created no tax b(,neﬁt
our effective tax rate was 14.9% in 2005, 23.7% in 2004, and 19.7% in 2003. In 2005 our tax rate dropped
significantly due to the increased interest expense, and a greater proportion of earnings generated from outside
of the United States than in previous years. These earnings came primarily in Canada where Anagharm
operates and in Europe where PharmaNet operates and generates significant revenue. Our future effective tax
rate will be dependent on the amount of the tax credits we receive in connection with our Canadian operations,
our income overseas where PharmaNet operates, statutory tax rates in those overseas jurisdictions ‘and the
relative contribution of our domestic and foreign operations to our consolidated pre-tax income.

i

Critical Accounting Estimates

The preparation of SFBC’s financial statements in conformity with accounting principles gem;erally
accepted in the United States of America requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities at the date of the financial statements and revenues and expenses
during the period. Future events and their effects cannot be determined with absolute certainty; therefore, the
determination of estimates requires the exercise of judgment. Actual results inevitably will differ from those
estimates, and such differences may be material to our financial statements. Management continually evaluates

its estimates and assumptions, which are based on historical experience and other factors that we l%elieve to be
reasonable under the circumstances. These estimates and SFBC’s actual results are subject to the “Rlsk

Factors” contained at the end of this section. ‘

t

Management believes that the following may involve a higher degree of judgment or complexity:

Revenue and Cost Recognition. Revenue from contracts is generally recognized on the percenta-
ge-of-completion method of accounting. Through 2004, due to the predominately early stage hature of
our clinical trials, revenue has generally been earned under contracts of short-term duration. Our early
stage contracts generally contain a budget on a per subject basis or sample tested basis. However as the
work progresses, our clients frequently modify the scope of our contracts which results in Changes 1o the
budget.

Our later stage contracts, including many of PharmaNet’s contracts, generally average approxnmately
two years in duration but they can extend for multiple years, With these long-term, fixed prlce contracts,
revenue is recognized as services are performed on a percentage-of-completion basis. Generally, with
long-term contracts, a portion of the contract fee is paid prior to the time the trial is initiated. We
recognize revenue from these advances only when services are actually performed. Addmonal’ payments
may also be made based upon the achievement of milestones over the contract duration. |

In the event a contract is terminated, most of our contracts typically require payment to us of
expenses to terminate the study, fees earned to date and, in some cases, a termination fee or a payment to
us of some portion of the fees or profits that could have been earned by us under the contract'if it had
not been terminated early. Termination fees are included in net revenue when realization is as§ured.
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Contracts may contain provisions for renegotiation in the event of cost overruns due to changes in
the level of work scope. Renegotiated amounts are included in revenue when earned and realization is
assured. Provisions for losses to be incurred on contracts are recognized in full in the period in which it
is determined that a loss will result from performance of the contractual arrangement.

Direct costs include all direct costs related to contract performance and, in the case of PharmaNet,
all payroll related costs. Selling, general and administrative costs are charged to expense as they are
incurred. Changes in job performance and estimated profitability may result in revisions to costs and
income and are recognized in the period in which the revisions are determined. Due to the inherent
uncertainties in estimating costs, it is possible that the estimates used will change in the near term and
that the change could be material. The uncertainties which can affect our estimates include changes in
scope of contracts and unforeseen costs which cannot be billed to the client such as increased costs
associated with recruiting special populations for studies. In the past, our estimates of these uncertainties
have not materially affected our revenue or cost recognition, and we do not anticipate making material
changes to our method of estimating costs in the future. As described in the overview above, included in
revenue and direct costs are pass through costs for which we are reimbursed by our clients. Because these
amounts became material due to our acquisition of PharmaNet, we now comply with EITF 01-14 and
provide a separate line item for reimbursed out-of-pockets under revenue and a separate line item for
reimbursable out-of-pocket expenses under direct costs.

Included in accounts receivable are unbilled amounts, which represent revenue recognized in excess of
amounts billed.

Collectibility of Accounts Receivable. Our allowance for doubtful accounts and allowance for contract
changes is based on management’s estimates of the creditworthiness of our clients, analysis of subsequent
changes in contracts, analysis of delinquent accounts, the payment histories of the accounts and management’s
judgment with respect to current economic conditions. Management believes the allowances are sufficient to
respond to normal business conditions. Management reviews our accounts receivable aging on a regular basis
for past due accounts. Any uncollectible amounts are written off against the allowance. Management maintains
an allowance for doubtful accounts based on historic collectibility and specific identification of potential
problem accounts. Should business conditions deteriorate or any major client default on its obligations to us,
this allowance may need to be significantly increased, which would have a negative impact upon our
operations.

The allowance for changes in contracts is an estimate established through reductions to revenue while the
allowance for doubtful accounts is an estimate established through charges to selling, general and administra-
tive expenses.

We have not made any material adjustments as a result of non-payment of accounts receivable.

Income Taxes. Significant management judgment is required in developing our provision for income
taxes, including the determination of foreign tax liabilities, deferred tax assets and liabilities and any valuation
allowances that might be required against the deferred tax assets. On a quarterly basis, we evaluate our ability
to realize our deferred tax assets and adjust the amount of our valuation allowance, if necessary. As a result of
our acquisition of PharmaNet, we now maintain offices in 16 countries. We are subject to audit in each of the
taxing jurisdictions in which we operate. Due to the complex issues involved, any claims can require an
extended period to resolve. In management’s opinion, adequate provisions for income taxes have been made.

As a result of the acquisition of PharmaNet, our balance sheet reflects certain valuation allowances related
to our ability to realize foreign tax loss carryforwards as of December 31, 2005. If the estimates utilized in
connection with establishing the valuation allowance prove inaccurate, resulting increases or decreases in the
valuation allowance could be required in the future. Any future changes in valuation allowance can have a
material impact on our net earnings. Based on estimates of future taxable profits and losses in certain foreign
tax jurisdictions, we have determined that a valuation allowance of approximately $542,000 was required for
specific foreign entities.
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PharmalNet has been, and in the future may be, a party to foreign tax proceedings. We have established
an estimated income tax reserve on our consolidated balance sheet to provide for potential adverse ouicomes
in future tax proceedings which would have an impact on the amount of goodwill reflected on our consolidated
balance sheet. Also, any future foreign tax proceedings would have an impact on our results of operatlons if
our estimates prove to be inadequate. It is possible that changes in our estimates in the future could cause us
to either materially increase or decrease the amount of our income tax reserve. ;

]

With regard to earnings from foreign operations, our policy is to generally retain such earnirfgs in the
country in which they were generated. This permits us to reduce the material United States income tax
liabilities which would generally arise upon repatriation of these earnings. In order to provide cer:tain
flexibility, we have structured our Canadian and Spanish operations to permit us to pay significant sums
without United States income tax liability. In 2005, we repatriated funds of approximately $6.0 mﬂhon from
Canada on a tax-free basis. PharmaNet has not taken any similar action to date. ;

|

Goodwill. On an annual basis, management assesses the composition of our assets and liabilities, as
well as the events that have occurred and the circumstances that have changed since the most recent fair value
determination. If events occur or circumstances change that would more likely than not reduce the fair value
of goodwill below its carrying amount, goodwill will be tested for impairment. We will recogmze an
impairment charge if the carrying value of the asset exceeds the fair value determination. As descrlbed
elsewhere in this Report, we recognized an impairment charge of $20.3 million relating to our Mlarm
operations resulting from the write-down of the goodwill related to our acquisition of Clinical Pharmacology
Associates in 2003. ‘

|

Impairment of Assets. We review long-lived assets and certain identifiable intangibles held and used for
possible impairment whenever events or changes in circumstances indicate that the carrying amount of an asset
may not be recoverable. In evaluating the fair value and future benefits of its intangible assets, management
performs an analysis of the anticipated undiscounted future net cash flows of the individual assets, over the
remaining amortization period. To date, we have not recognized an impairment charge of this nature. In the
future, we will recognize an impairment if the carrying value of the asset exceeds the expected fut’ure cash
flows. ’

Stock Based Compensation. We have granted stock options to our employees at exercise prices equal to
or greater than the fair value of the shares at the date of grant and accounted for these stock option grants in
accordance with APB Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB 25”). Under
APB 25, when stock options are issued with an exercise price equal to the market price of the underlying
stock on the date of grant, no compensation expense is recognized in the statement of operations. Because we
recognized that APB 25 was in the process of being rescinded, in 2004 we amended our stock option plan to
provide for the granting of restricted stock and other forms of equity compensation in addition to stock
options. In December 2004, APB 25 was superseded by Financial Accounting Standards Board Statement
No. 123 (Revised), “Share Based Payment” (“Statement 123(R)”), which will be effective for all annual
accounting periods beginning after July 15, 2005. We adopted Statement 123(R) effective as of January 1
2006, and will be required to recognize an expense for the fair value of our outstanding stock options. Under
Statement 123(R), we must determine the transition method to be used at the date of adoption, the appropriate
fair value model to be used for valuing share-based payments and the amortization method for corinpensation
cost. We adopted the prospective method. The prospective option requires that compensation expense be
recorded for all unvested stock options and restricted stock at the beginning of the first quarter of adoption of
Statement 123(R). The transition method requires management to make accounting estimates. ‘

l

Other Estimates. We make a number of other estimates in the ordinary course of business relating to
volume rebates, litigation, etc. Historically, changes to these estimates have not had a material impact on our
financial condition. However, circumstances could change which may alter future expectations.
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Results of Operations
Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

The following table summarizes our results of operations both numerically and as a percentage of direct
revenue for 2005 and 2004.

2005 2004
(In thousands, except per share data)

Direct revenue . . . ... ..o $334,751 100.0% $148,919 100.0%
Direct COStS . . . v e 191,139 57.1 75,793 50.9
SG&A . .. e 102,343 30.6 45,598 30.6
Goodwill impairment . .. .............. ... ... 20,315 6.1 — _—
Interest {(expense) -net. .. ...t (11,126) 3.3) (1,345) (0.9)
Earnings before taxes and minority interest. ........... 9,828 29 26,183 17.6
Minority interest in joint venture . .................. 552 0.2 326 0.2
Income tax expense . ... ... ... . . . .. 4,496 1.3 6,199 4.2
Net  armiNgs ... oottt et $ 4,779 14% $ 19,659 13.2%
Earnings per share(1)

Basic......... .. .. $ 027 $ 131

Diluted . ...... ... . $ 026 $ 125

(1) The earnings per share have been adjusted to reflect the May 2004 three-for-two stock split as a stock
dividend.

Direct revenue

Our direct revenue, which does not include out-of-pocket expenses, was approximately $334.8 million for
the year ended December 31, 2005, which is an increase of approximately 125% from approximately
$148.9 million for the prior year.

The primary components of this increase are:
+ PharmaNet contributed approximately $152.5 million in direct revenue;

* An increase in Anapharm’s direct revenue from $74.9 million to approximately $86.5 million in direct
revenue;

* A significant increase in our early stage direct revenue in Miami from approximately $48.5 million to
$58.7 million. However, 60% of the 2005 net revenue came in the first half, 24% in the third quarter
and 16% in the fourth quarter; and

+ A full year of operations at Taylor Technology, Inc. which we acquired in July 2004.

Our direct revenue increased primarily as the result of performing or managing more clinical trials and
testing more samples, increases in the size of clinical trials and price increases. Our early stage clinical triai
business benefited both from strong internal growth. We have again seen an increasing number of new clients
in our early stage clinical trials business in Canada; we saw the same trend in our Miami facility until the
fourth quarter when certain events had, and continue to have, an adverse impact. The improvement in the
Canadian dollar relative to the United States dollar contributed to our increased net revenue and direct revenue,
although as discussed below, the strengthening of the Canadian dollar had a negative impact on our results of
operations in 2005. In 2005, the Euro strengthened compared to the United States dollar which had a negative
impact on revenue compared to 2004. However, it also had an offsetting positive impact to expenses.
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Direct costs :

Direct costs as a percentage of direct revenue increased from 50.9% to 57.1% for the year ended
December 31, 2005 compared to the same period in the prior year. This increase is primarily attributable to
the inclusion of the direct costs of PharmaNet and significant increase in direct costs at our Miami facility.
Our late stage business at PharmaNet generally has higher direct costs than our early stage business. Direct
revenue in Miami increased substantially in the first half of 2005, and as a result we increased our personnel
significantly. We did not begin to reduce our staff in Miami until late December 2005 because we believed
that the reduction in revenue in the second half was temporary. Once we realized that the deadline was not
temporary, we began to reduce personnel in Miami. If revenue in Miami further declines, we will; not be able
to make similar staffing reductions and therefore the percentage of direct costs as a percentage off direct
revenue would increase. On a going forward basis we expect that direct cost as a percentage of dlrect revenue
will vary due to the mix of contracts within our early stage and late stage business. ;

Gross profit margins

Our gross profit margins were 42.9% in 2005 compared to 49.1% in 2004. Our gross profit margins
declined in 2005 with the addition of PharmaNet’s late stage business which has higher average employee
compensation. Also, our Miami subsidiary had significant declines in its gross profit margins compared to
historic levels due to its additional staffing inconsistent with lower revenue levels in the second half of 2005.

Since we perform a wide variety of services, all of which carry different gross profit margins, our future
gross profit margins will vary from quarter to quarter, and year to year based upon the mix of our contracts,
our capacity levels at the time we begin the projects, and the amount of revenue generated for each type of
service we perform. Even within category types, the amount of gross profit margins generated might vary due
to the unique nature, and size of each contract and project we undertake. This could impact our future gross
profit margins and gross profit comparisons to historical levels. l

I
Selling, general and administrative expenses ‘
Our selling, general and administrative expenses, or S,G&A expenses, increased by approx1mately 124%
in 2005 over 2004.

The increase in total S,G&A expenses is primarily due to the acquisition of PharmaNet, the éxpallsion of
our business, including additional administrative and other personnel costs, health and casualty insurance,
depreciation expense, facility costs, and public company expenses including professional fees, insurance
coverages and the costs associated with Section 404 of the Sarbanes-Oxley Act costs. Additionally in 2005 we
incurred approximately $3.8 million in severance charges and approximately $0.7 million of additional legal
fees and other costs associated with the events affecting our Miami facility as described throughout this
Report.

Our loss from foreign currency transactions decreased to approximately $0.7 million in 2005. from
approximately $2.0 million in 2004.

S,G&A expenses as a percentage of direct revenue remained at 30.6% in 2005 as compared tio 2004.

Depreciation expense increased from approximately $5.5 million in 2004 to $12.9 million in 2005 or an
increase of 134%. Depreciation is included in both the direct costs and S,G&A expense line items in our
financial statements. This increase is primarily attributable to inclusion of a full year of operations at
PharmaNet and to a lesser extent to the purchase of our Miami facility which houses one of our early stage
clinical operations and a clinical laboratory. We previously leased this facility. The increase is also attributable
to significant new purchases of bioanalytical equipment consistent with the growth of bloanalytlcal revenue
and leasehold improvements including the buildout of our new Toronto, Canada bioanalytical laboratory.

S,G&A expenses include amortization which arose from the intangible assets we acquired in ‘connection
with various acquisitions. Amortization expense increased from approximately $1.4 million in 2004 to
approximately $4.0 million in 2005 or an increase of 178% primarily as a result of the PharmaNet acquisition.
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We expect amortization expense to decrease to approximately $3.0 miilion in 2006 as a result of the full
amortization in 2004 of certain intangible assets at our Miami facility.

Interest income (expense)

Our interest expense increased to $12.0 million for the year ended December 31, 2005, compared to
$2.7 million for the year ended December 31, 2004. Interest expense includes recurring non-cash amortization
and write-off of deferred finance costs. This increase is primarily attributable to a full year in 2005 of interest
expense in 2005 on our $143.75 million convertible notes issued in August 2004, which bear interest at an
annual interest rate of 2.25%, and due to interest expense on our credit facility entered into in December 2004.
During the period ended March 31, 2005, we incurred a non-cash charge of approximately $2.2 million related
to the write-off of deferred charges due to repayment of $70.0 million on the term loan. In June 2005 we
incurred an additional non-cash charge of $1.1 million as a result of the amendment and repayment of
approximately $38.0 million on the term loan. As of December 31, 2005 and March 31, 2006 the balance
outstanding on our credit facility was $17.0 million excluding accrued interest.

The current interest rate on this variable rate facility as of March 22, 2006 is approximately 7.1%. The
remaining deferred financing costs of approximately $7.0 million relating to convertible notes and the
remaining credit facility will be amortized over a period of between five and six years and will be charged to
interest expense. In order to save interest charges on funds we are not borrowing, we may decide to reduce the
maximum borrowing capacity of our credit facility. This would require us to write-off additional deferred
financing charges. The write-off of deferred financing charges may exceed the non cash interest savings for
the year in which we reduce the maximum borrowing capacity.

Interest income for the year ended December 31, 2005 was $0.9 million compared to $1.3 million for the
same period in 2004. The decrease is primarily attributable to average reduced cash balances during the year
as a result of loan repayments during 2005. Interest expense on the loans significantly exceeded interest yields
on available cash balances.

Income tax expenses

Excluding the impact of the non-cash goodwill write-off of $20.3 million, which did not generate a tax
benefit, our effective tax rate for 2005 was 14.9% compared to 23.7% for 2004. This decrease was primarily
attributable to a greater percentage of earnings generated from our foreign operations relative to our
consolidated earnings. The effective tax rate from our United States operations is substantially greater than our
effective tax rate in Canada where Anapharm operates and several key European countries where PharmaNet
operates. As described elsewhere in this Report, Anapharm receives significant tax credits from the
government of Canada relating to its research and development expenses. These credits lower our effective tax
rate in Canada and in other countries where we operate. We expect the nature of Anapharm’s business and the
generation of significant tax credits to continue; however, there can be no assurance as to the future amount of
these credits on a quarterly or annual basis due to the mix of contracts and the related amounts of research
and development activity. PharmaNet generates approximately 66% of its net earnings from foreign operations.
PharmaNet’s non-U.S and non-Canadian operations are based in Zumikon (Zurich) Switzerland where the
effective tax rate of approximately 10% is lower than the United States. The Swiss office subcontracts all work
to the non-U.S. and non-Canadian PharmalNet offices, and reimburses these offices for their operating costs,
plus provides a 3%-5% markup (depending on transfer pricing analysis) on those operating costs. The residual
income in these non-U.S. and non-Canadian offices are taxed at their statutory rate which is generally 10% to
37%.

Our future effective tax rate will also be dependent on a number of factors, including:
* the relative profits generated primarily in the United States, Canada and Europe;

* our ability to utilize Canadian tax credits;
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* the applicable foreign tax rates then in effect; and
+ transfer pricing.

We expect our effective tax rate in 2006 to increase as a result of (i) less interest expense including the
elimination of one time charges related to the pre-payment of our credit facility, and (ii) the ehmmatlon of
severance costs thus contributing to increased earnings for U.S. operations. ’

|

Earnings per share |

Net earnings decreased from approximately $19.7 million in 2004 to approximately $4.8 million for the
year ended December 31, 2005, a decrease of 76%. The following information with respect to our earnings
per share and the number of shares outstanding gives effect to our May 2004 3-for-2 stock split. Qn a fully
diluted basis, our earnings per share decreased from $1.25 in 2004 to $0.26 for the year ended December 31,
2005. i

The principal reason for the decrease in net earnings was the one time goodwill impairment charge of
$20.3 million related to our Miami facility. Additionally, we incurred approximately $3.8 million in severance
costs associated with the December 31, 2005 resignations of our former chief executive officer and former
president and chairman. These factors offset the strong earnings contributions from Anapharm and PharmaNet.

The weighted average number of shares outstanding used in computing earnings per share onja diluted
basis increased from 15,753,815 for the year ended December 31, 2004 to 18,356,030 shares for the year
ended December 31, 2005. The increase in the number of fully diluted shares resulted primarily from inclusion
of the 3,500,000 shares issued by SFBC in a public offering in March 2005, offset by the repurch:?se of
606,300 shares in November and December 2005. We have issued 323,000 (including 15,000 issued to an
executive on March 31, 2006) shares of restricted stock or restricted stock units (at the election ofieach
grantee) in 2006 to two executive officers, senior executives and two independent directors. Additionally we
will issue restricted stock or restricted stock units (at the election of each grantee) to our independent directors
upon their election this summer and expect to issue shares of restricted stock and restricted stock L:mjts to our
new chief executive officer in connection with his new employment agreement. The restricted stock or the
restricted stock units to be issued to our independent directors vest over time, and the equity grants to our new
chief executive officer are currently being negotiated. We may also be required to issue $500,000 of restricted
stock as additional consideration relating to the Clinical Pharmacology Associates acquisition. Further, if the
average stock price of our common stock during a reporting period is greater than $41.08, then shares reserved
for issuance on possible conversion of our convertible senior notes will be included in calculating 'diluted
shares outstanding in an amount equal to the difference between the “conversion amount” and the 'outstanding
principal amount divided by $41.08. The conversion amount will, for this purpose, be the prmc1pa1 amount
divided by $41.08 multiplied by the average stock price during the period.

Our balance sheet contains an item entitled “Accumulated other comprehensive earnings.” Thiis has no
impact on our statement of earnings and reflects the strengthening primarily of the Canadian dollar and Euro
relative to the United States dollar and is calculated on December 31st. In the future, other comprehensive
earnings may increase or decrease depending upon the movement of various foreign currencies rel}ative to the
United States dollar and based upon the level of inter-company activity outside of the United States.
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Year Ended December 31, 2004 Compared to Year Ended December 31, 2003

The following table summarizes our results of operations both numerically and as a percentage of net
revenue for 2004 and 2003.

2004 2003
(In thousands, except per share data)
DIreCt TEVENUE . . . oo ottt et e e e $148,919  100.0% $93,784 100.0%
Direct costs . . ..o e 75,793 50.9 49,241 52.5
SG&A. . 45,598 30.6 29,965 32.0
Interest Expense (Income) .. ....................... (1,345) (0.9) (155) 0.1)
Earnings before taxes and minority interest. . ........... 26,183 17.6 14,424 154
Minority Interest in Joint venture . .. ................. 326 0.2 e 0.0
Income tax expense . .. ....... . 6,199 4.2 2,842 3.0
" Netearnings ... ...t $ 19,659 13.2% $11,582 12.3%

Earnings per share(1)

BasiC. ..ot $ 131 $ 099

Diluted .......... ... $ 125 $ 092

(1) The earnings per share have been adjusted to reflect the May 2004 three-for-two stock split as a stock
dividend.

Direct revenue

Our direct revenue was approximately $148.9 million for the year ended December 31, 2004, which is an
increase of approximately 58.8% from approximately $93.8 million for the prior year. Our increase stems from
both internal growth and our acquisitions.

The primary components of this increase are:

* An increase in Anapharm’s consolidated revenue from $49.3 million to approximately $74.9 million;
¢ A significant increase in our United States Phase I and Phase II revenue;

» A full year of operations from Clinical Pharmacology;

* Our acquisition of Taylor Technology, Inc.; and

* A full year of operations from SFBC Anapharm Europe.

Our direct revenue increased primarily as the result of performing or managing more clinical trials and
testing more samples, increases in the size of clinical trials and price increases. Our early stage clinical trial
business benefited both from strong internal growth and from a full year of operations from Clinical
Pharmacology. Another important contributor of our growth and net revenue was the increased size and
effectiveness of our business development group or sales force. In 2004, we saw an increasing number of new
clients in our early stage clinical trials business in the United States and Canada. Finally, the improvement in
the Canadian dollar relative to the United States dollar contributed to our increased revenue, although as
discussed below, the strengthening of the Canadian dollar had a negative impact on our results of operations in
2004,

Direct costs

Direct costs as a percentage of direct revenue decreased from 52.5% to 50.9% for the year ended
December 31, 2004 compared to the same period in the prior year. Consistent with the growth in our revenue
in 2004, our direct costs increased but to a lesser amount on a percentage basis. The principal factors were
increased personnel expenses, recruiting expenses, subject related payments and expenses, and reimbursable
out-of-pocket expenses related to our late stage business as SFBC New Drug Services, Inc.
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Gross profit margins

Our gross profit margin was 49.1% in 2004 compared to 47.5% in 2003. Our gross margins increased in
2004 due to decreased direct costs as a percentage of direct revenue. In 2004, we were able to genejrate
increased revenue at substantially all of our locations without a proportionate increase in direct costs. This is
primarily attributable to obtaining more efficiency from our workforce which is relatively fixed in nature and
does not vary directly with increased revenue. r

Selling, general and administrative expenses

Our selling, general and administrative expenses, or S,G&A expenses, increased by 52.2% in 2004 over
2003. |

The increase in total S,G&A expenses is primarily due to the expansion of our business, including
additional administrative and other personnel costs, health and casualty insurance, depreciation expénse,
facility costs, public company expenses including professional fees and the costs associated with Section 404
of the Sarbanes-Oxley Act of 2002. Additionally, our loss from foreign currency transactions increased to
approximately $2.0 million in 2004 from approximately $1.64 million in 2003.

Depreciation expense increased from approximately $3,590,000 in 2003 to $5,500,000 in 2004 or an
increase of 53.2%. Depreciation is included in both the direct costs and S,G&A expense line items in our
financial statements. This increase is primarily attributable to the purchase of our Miami facility which houses
our principal Phase I clinical operation, our primary clinical laboratory and our corporate headquarters. We
previously leased this facility. The increase is also attributable to significant new purchases of bioanalytical
equipment consistent with the growth of bioanalytical revenue and leasehold improvements including the
buildout of our new Toronto Canada bioanalytical laboratory. Amortization expense increased from ‘approxi-
mately $1,157,000 in 2003 to $1,400,000 in 2004 or an increase of 21.0%. Amortization arises from the
intangible assets we acquired in connection with various acquisitions. The assets acquired and liabilities
assumed in connection with the PharmaNet acquisition were recorded at estimated fair values as determined
by our management based on information currently available and on current assumptions as to future
operations. We have allocated the purchase price based on preliminary estimates of the fair values of the
acquired property, plant and equipment, and identified intangible assets, and their estimated remaining useful
lives. Accordingly, the allocation of the purchase price and the assigned estimated useful lives are subject to
revision, based on the final determination of appraised and other fair values, and related tax effectsi[

\
Interest income (expense) |
+

Our interest income materially increased in 2004 primarily as a result of our investment of the: net
proceeds from our August convertible note offering, in which we issued $143.75 million of convertible notes,
and increased cash flows from operations. Our interest expense increased substantially in 2004 primarily as the
result of the interest on our convertible notes and the mortgage used to purchase our Miami facilityi and to a
lesser extent increased lease equipment expenses in Canada. The convertible notes bear interest at an annual
interest rate of 2.25% which resulted in a total interest expense in 2004 of $1,249,000. In December 2004, we
entered into a $160 million credit facility consisting of a term loan and revolving line of credit. At
December 31, 2004, the balance due under this credit facility was $125 million. ;
|
I
Income tax expenses ‘

Our effective tax rate for 2004 was 23.7% compared to 19.7% for 2003. This increase was primarily
attributable to a greater percentage of earnings generated from our United States operations relative to our
consolidated earnings. The effective tax rate from our United States operations is substantially greater than our
effective tax rate in Canada. As described elsewhere in this Report, Anapharm receives significant téx credits
from the government of Canada relating to its research and development expenses. These credits lower our
effective tax rate in Canada. Nevertheless, our effective tax rate from Canadian operations increased in 2004
because a greater amount of our Canadian earnings were generated from operations which did not quahiy for
these tax credits. This also contributed to the increase in our overall effective tax rate.
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Earnings per share

Net earnings increased from approximately $11.6 million to approximately $19.7 million for the year
ended December 31, 2004 compared to the prior year, an increase of 69.7%. The following information with
respect to our earnings per share and the number of shares outstanding gives effect to our May 2004 3-for-2
stock split. On a fully diluted basis, our earnings per share increased from $0.92 to $1.25 for the year ended
December 31, 2004 compared to the same period in the 2003, an increase of 35.7%. The weighted average
number of shares outstanding used in computing earnings per share on a fully diluted basis increased from
12,534,537 for the year ended December 31, 2003 to 15,753,815 for the year ended December 31, 2004. The
principal reasons for the increase in net earnings were the contributions from our Canadian operations,
principally at Anapharm, contributions from our Miami facility, which included 12 months of earnings from
Clinical Pharmacology, and the significant earnings from Taylor Technology, which we acquired in July 2004.
The increase in the number of fully diluted shares resulted primarily from inclusion for a full year of the
3,000,000 shares issued by SFBC in a public offering in November 2003, the issuance of approximately
134,000 shares in connection with the Taylor Technology acquisition in July 2004, the issuance of
approximately 259,000 shares in connection with the PharmaNet acquisition in December 2004, the increased
dilutive effect of stock options due to the increase in our common stock price and the exercise of
approximately 447,000 options during the year. Additionally, the number of fully diluted shares outstanding at
December 31, 2003 included only part of the shares we issued to acquire Clinical Pharmacology in 2003
because we purchased this business in August 2003.

Our balance sheet contains an item entitled “Accumulated other comprehensive earnings.” This has no
impact on our statement of earnings and reflects the strengthening of the Canadian dollar relative to the United
States dollar and is calculated on December 31st. In the future, other comprehensive earnings may increase or
decrease depending upon the movement of various foreign currencies relative to the United States dollar and
based upon the level of inter-company activity outside of the United States.

Effects of Inflation

Our business and operations have not been materially affected by inflation during the periods for which
financial information is presented. :

Liquidity and Capital Resources

For 2005, net cash provided by operating activities was approximately $49.4 million in contrast to
approximately $17.1 million of net cash provided by operations in 2004. The change is primarily due to the
substantial increase in net earnings before depreciation and amortization and client advances, offset by a
significant increase in accounts receivable, arising from the growth of our business in 2005.

For 2005, net cash used in investing activities was approximately $28.6 million compared to approxi-
mately $281.2 million used in investing activities in 2004. The principal reasons for this decrease in 2005
resulted from 2004 uses of approximately $250.1 million of cash used to fund our acquisitions of PharmalNet
and Taylor Technology, and our purchase of approximately $5.8 million of marketable securities in 2004. In
2005, we paid approximately $9.9 million in additional purchase consideration to the former shareholders of
PharmaNet, Clinical Pharmacology Associates and New Drug Services, Additionally, we incurred $22.5 million
in capital expenditures comprised primarily of equipment, computer software, land in Quebec City, Canada in
December 2005 and leasehold improvements consistent with the growth of our business.

During 2005, net cash of approximately $14.3 million was used in financing activities compared to net
cash provided by financing activities of approximately $232.1 million in 2004. The decrease was primarily
attributable to the receipt in 2004 of net proceeds of approximatety $132.5 million (after expenses) from an
offering of convertible notes in August-September 2004, our borrowing of $120.0 million under the term loan
and $5.0 million under the revolving line of credit of our credit facility a substantial portion of which was
used to finance the acquisition of PharmaNet. This is offset by approximately $25.0 million used to repurchase
our common stock. In 2005 we generated approximately $108.0 million in net proceeds from a public offering
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of common stock and repaid approximately $108.0 million of our credit facility. Additionally in 2005 we
repurchased approximately $12.4 million in treasury stock which was recently retired. |

On December 22, 2004, SFBC entered into a $160.0 million credit facility from a syndicate of banks
arranged by UBS Securities LLC. The facility consisted of a term loan in the amount of $120.0 million and a
revolving line of credit in the maximum amount of $40.0 million. Borrowings under the credit facility
provided a portion of the consideration used to acquire 100% of the stock of PharmaNet. As a result of
SFBC’s March 10, 2005 public offering, we prepaid $70.0 million toward the term loan on March 17, 2005,
reducing the outstanding balance to $50.0 million. As a result of this prepayment SFBC incurred 'a non-cash
write-off of deferred loan costs of approximately $2.2 million. ;

On June 14, 2005, SFBC entered into a $90.0 million Amended and Restated Credit Agreement, or the
Amendment. As a result of this Amendment, we eliminated the term loan portion of the facility and increased
the amount of the revolving line of credit facxhty from $40.0 million to $90.0 million. Also, as a'result of
paying off the term loan, SFBC incurred an additional non-cash write-off of approximately $1.1 million of
deferred loan costs. The Amendment also gave SFBC the ability to expand the amended credit facility through
the addition of an unfunded $50 million accordion feature. Prior to the Amendment the credit facility bore
interest at the rate of 300 basis points above LIBOR for the term loan and 275 basis points above LIBOR for
the revolving credit facility. We were also required to make quarterly principal payments and, beginning
January 1, 2006, sweep 50% of our excess cash flow, as defined, to reduce the principal balance 'of the term
loan. Under the new credit facility, the interest rate was reduced from 275 to 225 basis points abbve LLIBOR,
no principal payments are required until maturity on December 2009, and the excess cash flow sweep
requirement was effectively eliminated. The interest rate was scheduled to drop to 175 basis pomts above
LIBOR effective January 1, 2006, however, due to the defaults which were waived, the interest rate remained
at 225 basis points above LIBOR pending renegotiation of the credit facility. \

Prior to the Amendment, we had approximately $49.0 million due under the term loan and $5.0 million
due under the revolving line of credit. We used approximately $30.0 million of our existing cash; not including
payment of accrued interest and closing costs, and borrowed $19.0 million under the revolving line of credit to
repay the term loan. As of the close of business on December 31, 2005, 2005 and March 17, 2006, our
outstanding balance under the credit facility was approximately $17.0 million. The credit facﬂlty is secured by
substantially all of our United States assets and is due in December 2009. ]

Under the terms of the credit facility, SFBC must comply with certain restrictive covenants 'requiring it to
maintain certain leverage, interest coverage and fixed charge coverage ratios and limiting its anntual capital
expenditures. Also, the credit facility contains certain covenants that restrict, or may have the effect of
restricting, SFBC’s payment of dividends.

!
|

During 2006, we expect to incur materially lower interest expense as a result of sioniﬁcantly lower
outstanding loan balances. In order to save interest charges on funds we are not borrowing, we may decide to
reduce the maximum borrowing capacity of our credit facility. This would require us to write- off additional
deferred financing charges. The write-off of deferred financing charges may exceed the non casb interest

savings for the year in which we reduce the maximum borrowing capacity. |

We recently received a waiver relating to violations of our credit facility. The violations occurred
primarily as a result of the $20.3 million impairment discussed above and the December 31, 2005 severance
agreements with our former senior management. We cannot currently borrow under the credit facility. We are
negotiating with our lenders another amendment to the credit facility but there can be no assurances we will
be successful. Without a further amendment, we are in violation of the covenants contained in cjur credit
facility as of March 31, 2006. This is because certain covenants use our results of operations over a trailing
12 months period. Thus, the December 31, 2005 impairment charge and severance costs cause us to violate
these covenants at March 31, 2006.

Additionally, in August and September 2004 we issued $143.75 million of 2.25% convertible notes due
2024. The notes are redeemable at any time or after August 15, 2009, subject to prior conversion once we give
notice of redemption. Additionally, holders of notes may require us to repurchase the notes on August 15,

54




2009, 2014 and 2019. Upon any redemption we will be required to pay principal and accrued interest. Also,
the notes are convertible at the option of the holders at any time. The initial conversion price is approximately
$41.08 per share. If the holder elects to convert, we will be required to pay the conversion value of the
underlying shares with up to the principal and accrued interest in cash and the premium, if any, in shares of
our common stock. There is no assurance that we will have sufficient cash to pay the cash amount due upon
conversion by the holders of a significant amount of notes who choose to convert their notes during a
relatively short time frame.

At March 21, 2006, we had approximately $44.1 million in cash and cash equivalents. Based upon our ‘\‘
cash balances, our cash flows from operations and the anticipated amendment of the credit facility which will |
enable us to borrow funds if necessary, we believe we have adequate working capital to meet our operational
needs for the next 12 months. We expect to start construction of our new Anapharm headquarters facility in
Quebec City, Canada imminently. Our plan is to engage in a sale/leaseback transactions where we find an
investor to purchase the land from us and complete construction, which we anticipate will be completed by the
second quarter of 2007. While we believe that we will be able to consummate this transaction, and are
currently engaged in meaningful discussions, we cannot assure you we will be successful. If we do not
complete the sale/leaseback transaction, we will incur additional capital expenditures which may exceed the
allowable limits in our credit facility and may require us to pay off the credit facility. This could result in
material adverse consequences and affect our future liquidity. Additionally, our leases in Quebec City expire in
June and August 2007. If we encounter construction delays which extend beyond expiration of our leases, our
future results of operations in 2007 may be materially and adversely affected.

Previously, a significant component of our business strategy was to seek to make acquisitions that are
accretive to earnings and meet certain operational requirements. Given current conditions relating to our
Miami subsidiary, we have less of a focus on making further acquisitions. However, our management continues
to assess acquisition opportunities. If we consummate any acquisitions, we expect to use our existing cash, our
credit facility and, if necessary, obtain additional debt or equity financing to fund any such acquisitions.
Except for stock issued in connection with the Clinical Pharmacology Associates earn-out described below,
restricted stock issued in lieu of options, stock issued under our Employee Stock Purchase Plan or the
possibility of issuing stock in connection with an accretive acquisitions and the commitments noted below, we
do not currently anticipate issuing any of our common stock during 2006.

In July 2005, we paid $5.5 million in additional merger consideration to former PharmaNet stockholders
pursuant to our merger agreement with PharmaNet. The merger agreement provided that additional merger
consideration was payable if working capital at the closing date, as determined, exceeded an agreed upon
amount.

Under the terms of the acquisition agreement with SFBC, Taylor Technology shareholders were required
to deliver $3.0 million in working capital, as defined, to SFBC. This amount was subject to a one year
measurement period subsequent to the July 2004 closing, to record adjustments, if any, to amounts delivered
to SFBC in July 2004. On August 2, 2005 SFBC paid Taylor Technology sharecholders approximately
$557,000 for delivering to SFBC working capital in excess of the $3.0 million level.

When we purchased the stock of Clinical Pharmacology Associates in August 2002, we agreed to pay its
former shareholders up to $9.0 million in additional purchase consideration based upon the revenue of our
Miami clinical trials facility into which Clinical Pharmacology was integrated. A total of $4.0 million was
paid to them in each of August 2003 and 2004, one-half in cash and one-half in our common stock. We may
be obligated to pay the former shareholders of Clinical Pharmacology Associates an additional $1.0 million in
additional earn-out (in equal amounts of cash and common stock) for the 12 month period ending June 30,
2006, if certain future operating milestones are achieved. Based upon the revenue generated from our Miami
facility during the current 12 month period ending June 30, 2006, it is likely that we will be required to pay
the former Clinical Pharmacology Associates shareholders the remaining $1.0 million of eamn-out, one-half in
cash and one-half in common stock.

We anticipate spending $18.0-19.0 million in capital asset expenditures for 2006, consisting primarily of
new equipment to create extra capacity and facilities, the anticipated remediation of the Miami facility and for
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future growth including our new Toronto clinical trials facility. This level of capital expenditures assumes, as
discussed in this Report, that we will be successful in entering into a sale/leaseback transaction relatmg to our
new Quebec City facility. Additionally, the $18.0-19.0 million includes an estimate of $4.0 mﬂhon to
remediate the Miami property. In the event we are unsuccessful in entering into a sale leaseback transaction,
or our costs remediating the Miami facility exceed $4.0 million, our capital expenditures could exceed
$30.0 million for 2006. Because we are uncertain as to whether we will appeal our Building Department
classification or if we do appeal, whether we will be successful, we are uncertain as to whether we must meet
enhanced fire safety standards. Therefore, we cannot presently determine the additional costs we will incur.
Under our current credit facility, we can spend $22.0 million in 2006 for capital expenditures. As stated
elsewhere in this Report, we cannot borrow on the line of credit unless we are successful in amending the
credit facility. In such event, we would be required to pay off the credit facility. ‘

|

Contractual Obligations
Payments Due by Period i

Less Than i More Than
Total 1 Year 1-3 Years 3-5 Years ;5 Years

Credit Facility and Line of Credit ‘

Obligations(1) . ............. $ 17,000,000 $17,000,000 — — —
Convertible Notes . . ........... 143,750,000 — —_ — 1 143,750,000
Interest on Convertible Notes. . . .. 61,453,125 3,234,375 6,468,750 6,468,750 |, 45,281,250
Capital Lease Obligations .. ... .. 7,532,624 3,071,051 3,729,732 731,841 | —
Operating Lease Obligations . . . . . 71,088,306 13,999,772 24,091,514 18,199,033 ’ 14,797,987
Purchase Obligations(2)......... 16,229.970 14,288,782 1,941,188 S —_
Other Long-Term Liabilities )

Reflected on the Registrant’s ;

Balance Sheet under GAAP . ... 2,455,992 2,227,996 227,996 — —_

Total. .................... $319,510,017 $53,821,977 $36,459,180 $25,399,624 1$203,829,237

(1) The $17.0 million is presently due in 2009. It is listed as due in less than one year solely because of the
credit facility violations at December 31, 2005, which were subsequently waived. J

(2) Currently Anapharm is contractually committed to build a 100,000 square foot building estinilated to cost
approximately $15,000,000. Anapharm has indicated to the builder that it wishes to expand the size of the
building to approximately 150,000 square feet. The extra 50,000 square feet is anticipated to:cost an addi-
tional amount of approximately $7,000,000. Anapharm has indicated to third parties that it is interested in
entered into a sale leaseback transaction including the sale of the underlying land it purchased for $1.6 mil-
lion in December 2005. Anapharm will not enter into a contractual agreement to build the eXtra
50,000 square foot unless it can be assured of entering into a sale leaseback arrangement. Consequently,
the $7,000,000 has been excluded from the contractual obligation table.

Off Balance Sheet Commitments !

It is likely that we will be required to pay the former shareholders of Clinical Pharmacology Associates
the full $1.0 million earn-out for the 12 month period ending June 30, 2006 in equal amounts of cash and
common stock. ‘

Under our agreement with our joint venture partner in Spain, we are required to fund the wbrkjn.g capital
of SFBC Anapharm Europe. Because that operations provides significant cash flow from operations, we have
not had to provide it any working capital nor do we expect to be required to do so in the immediate future.

When we purchased SFBC New Drug Services, Inc. in 2002, we agreed to pay the seller additional
purchase consideration based upon SFBC New Drug Services’ future operating results over a three year period
commencing September 30, 2002. Although SFBC New Drug Services was profitable, except for $525,000 in
guaranteed payments, we have not paid any additional purchase consideration. Beginning in 2005, we began
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tracking on a stand alone basis the core business of that subsidiary as it existed as of the date of acquisition In
recognition of the uncertainty regarding the ultimate amount of income tax benefits to be derived, the
Company has recorded a full valuation allowance at December 31, 2005 and PharmaNet began operating our
Charlotte, NC based late stage business. As a result, we entered into an amendment of our earn-out agreement.
Based upon the profitability of the core business, we are paying it $2 million, payable concurrently with the
filing of this Report.

New Accounting Pronouncements

In December 2004, the FASB issued Statement 123(R) which addresses the accounting for share-based
payment transactions (for example, stock options and awards of restricted stock) in which an employer
receives employee-services in exchange for equity securities of the company or liabilities that are based on the
fair value of the company’s equity securities. This proposal eliminates use of APB Opinion No. 25,
Accounting for Stock Issues to Employees, and requires such transactions to be accounted for using a fair
value-based method and recording compensation expense rather than optional pro forma disclosure. The new
standard substantially amends SFAS 123. Statement 123(R) is effective for all annual reporting periods
beginning after July 15, 2005. SFBC will adopt Statement 123(R) effective on January 1, 2006 and will be
required to recognize an expense for the fair value of its unvested outstanding stock options in future financial
statements. Based upon stock options currently issued and outstanding that were unvested as of December 31,
2005, the expected compensation expense for 2006 will be approximatety $593,000, calculated by using the
Black-Scholes method. Under Statement 123(R), we may or may not use a different method of estimating
option expenses. This $593,000 estimate may change if we issue additional stock options in 2006, whether or
not they are vested. This estimate does not include expenses for stock rights issued under SFBC’s Employee
Stock Purchase Plan.

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections,” which
changes the requirements for the accounting and reporting of a change in accounting principle. SFAS No. 154
applies to all voluntary changes in accounting principle as well as to changes required by an accounting
pronouncement that does not include specific transition provisions. SFAS No. 154 requires that changes in
accounting principle be retrospectively applied. SFAS No. 154 is effective for accounting changes and
corrections of errors made in fiscal years beginning after December 15, 2005. The Company does not expect
the adoption of this standard to have a material effect on the Company’s financial statements.

A variety of proposed or otherwise potential accounting standards are currently under study by standard-
setting organizations and various regulatory agencies. Because of the tentative and preliminary nature of these
proposed standards, management has not determined whether implementation of such proposed standards
would be material to our condensed consolidated financial statements.

Forward-Looking Statements

There are a large number of forward-looking statements in this Report within the meaning of the Private
Securities Litigation Reform Act of 1995 including statements relating 1o the expected percentage of our net
revenue derived from our late stage business in 2006, industry trends and information, our ability to remain
competitive in our Miami facility, our ability to implement a sale/leaseback arrangement for the construction
of our Quebec City headquarters for Anapharm, our ability to implement our strategy described in Item 1 of
this Report, our ability to deal with all of the matters listed under “Issues Relating to Our Miami Facility”
contained in Item 1 of this Report including remediating the structural and other Building Department issues,
remediating the fire violations, resolving any parking issues, resolving the land lease litigation, our future
plans with regard to a new facility in Miami, resolving the FDA issues, the impact of future requests made by
the United States Senate Finance Committee, the resolution of all other pending litigation, the impact of the
tuberculosis incident in our Montreal facility, the results anticipated by our backlog, the anticipated 2006
results of operations for our Miami subsidiary, our anticipated decrease in amortization expense, the
amortization period for the remaining deferred financing costs, our future effective tax rate, the securities we
issue in 2006, our ability to amend our credit facility, the payment of an additional earn-out to the former
shareholders of Clinical Pharmacology Associates, our anticipated 2006 capital expenditures, our 2006 costs of

57




compliance of Section 404 of the Sarbanes-Oxley Act, our ability to remediate our material weaknesses, and
the impact of foreign currency transaction costs and the effectiveness of any hedging strategies that we
” “anticipates,” “intends,” “believes,” “will” and similar

[LINT3 LEaT

implement. Additionally, words such as “expects,
words are used to identify forward-looking statements. »’

The results anticipated by any or all of these forward-looking statements might not occur. If'nportant
factors, uncertainties and risks that may cause actual results to differ materially from these forweird-lookjng
statements. We undertake no obligation to publicly update or revise any forward-looking statements, whether
as the result of new information, future events or otherwise. For more information regarding some of the
ongoing risks and uncertainties of our business, see ltem 1B of this Report and our filings with tbe SEC.

|

Item 7A. Quantitative and Qualitative Disclosures About Market Risk ‘

We are subject to market risks in some of our financial instruments. These instruments are carried at fair
value on our financial statements. We are subject to currency risk due to our foreign operations. We are also
subject to interest rate risk on our credit facility as described below. We have not entered into market risk
sensitive instruments for trading purposes. !

Market risk !

In 2004 and 2005, we purchased certain debt securities. We classify our investments in debt securities as
available-for-sale in accordance with Statement No. 115, “Accounting for Certain Investments in Debt and
Equity Securities.” Investments classified as available-for-sale are carried at fair value based on q‘poted market
prices. The unrealized holding gain (loss) on available-for-sale securities is reported as a component of
accumulated other comprehensive earnings, net of applicable deferred income taxes. As of December 31,
2005, the unrealized gain on investments in marketable securities was insignificant. Cost is determined on the
actual purchase price of the marketable security for determining realized gains and losses. As of December 31,
2005, there were no material realized gains or losses. As of December 31, 2005 and 2004, we had
approximately $8.2 million and $9.7 million, respectively, in investments in marketable securities!

Financial instruments that potentially subject us to credit risk consist principally of trade reccivables. We
perform services and extend credit based on an evaluation of the client’s financial condition without requiring
collateral. Exposure to losses on receivables is expected to vary by client based on the financial condition of
each client. At December 31, 2005, one client represented approximately 14.6% of our accounts receivable or
11.4% of our accounts receivable net of client advances. We monitor exposure to credit losses and maintain
allowances for anticipated losses considered necessary under the circumstances. Additionally, we, from time to
time, maintain cash balances with financial institutions in amounts that exceed federally insured li"mjts.

Our financial instruments consist primarily of cash and cash equivalents, marketable securities, accounts
receivable, notes receivable, accounts payable, convertible senior notes and notes payable. At December 31,

2005, the fair value of these instruments approximated their carrying amounts. i
|

Currency risk _

For the year ended December 31, 2005 our foreign revenue accounted for 44% of the total relyenue. The
significant growth of the foreign subsidiaries has created the need to engage in hedging activities to protect
our forecasted growth. We have focused in protecting our Canadian as well as our European operations from
currency fluctuations. At our foreign operations where the local currency is the functional currency, assets and
liabilities are translated into United States dollars at the exchange rate in effect at the end of the applicable
reporting period. Revenue and expenses of our foreign operations are translated at the average exchange rate
during the period. Prior to our acquisition of PharmaNet, our currency translation risks arose primarily from
our Canadian operations. The aggregate effect of translating the financial statements of our foreign operations
is included in a separate component of stockholders’ equity entitled “Accumulated Other Comprehensive
Earnings.” For the years ended December 31, 2005 and 2004 we had a pre-tax loss from foreign currency
transactions of $0.7 million and $2.0 million, respectively. ‘
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Our acquisition of PharmaNet, which has significant global operations, subjects us to increased currency
risks relating to various foreign currencies. We recently implemented a foreign currency risk hedging strategy
on a limited basis for the Canadian dollar in an attempt to mitigate our foreign currency risk. For the year
ended December 31, 2005 we increased our hedging activity compared to prior years and intend to further
increase hedging activities for future periods. There can be no assurances that our hedging activities will be
successful or that increased hedging activity will reduce future losses.

Interest rate risk

We have a $90 million credit facility. At December 31, 2005, our outstanding balance under the credit
facility was $17.0 million. The interest rate on this credit facility is LIBOR based and variable. This credit
facility is secured by substantially all of the assets of our United States subsidiaries and a pledge of 65% of
the capital stock of certain of our foreign subsidiaries. Changes in interest rates, and LIBOR in particular, will
affect our cost of funds under this facility. A 10% change in our variable rate credit facility would result in a
change in annual interest expense of approximately $113,000.

Item 8. Financial Statements and Supplementary Data.

See F pages.

Item 9. Changes In and Disagreements With Accountants on Accounting and Financial Disclosure.

Not applicable.

Item 9A. Controls and Procedures.
Evaluation of Disclosure Controls and Procedures

We carried out an evaluation required by Rule 13a-15(b) of the Securities Exchange Act of 1934 under
the supervision and with the participation of our management, including our chief executive officer and chief
financial officer, of the effectiveness of the design and operation of our “disclosure controls and procedures”
as of the end of the period covered by this Report.

Disclosure controls and procedures are designed with the objective of ensuring that (i) information
required to be disclosed in an issuer’s reports filed under the Securities Exchange Act of 1934 is recorded,
processed, summarized and reported within the time periods specified in the SEC rules and forms and
(ii) information is accumulated and communicated to management, including the chief executive officer and
chief financial officer, as appropriate to allow timely decisions regarding required disclosures.

The evaluation of our disclosure controls and procedures included a review of our objectives and
processes and effect on the information generated for use in this Report. In the course of this evaluation, we
sought to identify any significant deficiencies in our use of a disclosure committee or reporting to our
management of information relating to our operating subsidiaries. This type of evaluation will be done
quarterly so that the conclusions concerning the effectiveness of these controls can be reported in our periodic
reports filed with the SEC. We intend to maintain these controls as processes that may be appropriately
modified as circumstances warrant.

Based on their evaluation, and because of the material weaknesses discussed below, our chief executive
officer and chief financial officer have concluded that as of December 31, 2005, our disclosure controls and
procedures were not effective in timely alerting them to material information relating to us (including our
consolidated subsidiaries) required to be included in our periodic reports filed with the SEC as of the end of
the period covered by this Report. Management necessarily applied its judgment in assessing the benefits of
controls relative to their costs. Because of the inherent limitations in all control systems, no evaluation of
controls can provide absolute assurance that all control issues and instances of fraud, if any, within SFBC have
been detected. The design of any system of controls is based in part upon certain assumptions about the
likelihood of future events, and there can be no assurance that any design will succeed in achieving its stated
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goals under all potential future conditions, regardless of how remote. Because of the inherent 1iﬂylitations ina
control system, misstatements due to error or fraud may occur and may not be detected.
Management’s Report on Internal Control Over Financial Reporting ‘

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting. Internal control over financial reporting is defined by an SEC rule as a process designed by, or
under the supervision of, our principal executive and principal financial officers which is designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparation of financjal statements
for external purposes in accordance with generally accepted accounting principles. Internal control over
financial reporting includes those policies and procedures that:

* pertain to the maintenance of records that in reasonable detail accurately and fairly reﬂect the

transactions and dispositions of our assets; ‘

* provide reasonable assurance that transactions are recorded as necessary to permit preparatlon of
financial statements in accordance with generally accepted accounting principles, and that our receipts
and expenditures are being made only in accordance with authorization by management and our board
of directors; and

* provide reasonable assurance regarding prevention or timely detection of an unauthorized ;acquisition,
use or disposition of our assets that could have a material effect on our financial statemerl;ts.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Projections or any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions or that the degree of compliar:me with the
policies or procedures may deteriorate.

We assessed the effectiveness of our internal control over financial reporting as of December 31, 2005. In
making our assessment, we used the criteria set forth by the Committee of Sponsoring Orgamzanons
(“COSQ”), also known as the Treadway Commission.

Based on our assessment, our management believes that as of December 31, 2005, it has idqntiﬁed two
material weaknesses. A material weakness is a control deficiency, or a combination of control deficiencies,
that results in more than remote likelihood that a material misstatement of the annual or interim ﬁnanc1al
statements will not be prevented or detected. The material weaknesses related to: i
|
*» The audit for the year ended December 31, 2005 resulted in a number of adjusting entries: This was

due to untimely review of reconciliations and the lack of appropriate accounting personnel.

» The Company’s failure to identify, evaluate and disclose certain related party mformatmn to the
Company’s audit committee and independent auditors.

Because of these material weaknesses, we have concluded that we did not maintain effective internal
control over financial reporting as of December 31, 2005 based on the criteria in the COSO frarniework.

Management’s Plans

Under Item 404 of Regulation S-K of the SEC, no disclosure is required in a proxy statement, Form 10-K
or registration statement for any related party that earns less than $60,000 a year. Disclosure is also not

required for stepchildren. :

Since these material weaknesses were first identified, SFBC has taken a number of remedial‘: actions:

* In late December 2005, our Board of Directors adopted a resolution requiring all related party
transactions, regardless of materiality, be first approved by our Audit Committee and then by the full
Board of Directors;

* In March 2006, we modified our hiring practices and amended our Code of Ethics to requi;re prior
written approval by our human resources department before we hire any personnel. Human resources

60 \



will inquire as to any relationships to existing employees and will then promptly relay such information
to the Audit Committee, if needed; and

» In 2006, we hired additional accounting personnel. We cannot assure you that our independent
registered public accounting firm will agree that we have remediated the material weaknesses.

With respect to the related party transactions we note that:

+ a relative of our former president, Lisa Krinsky, was on our payroil for approximately seven and one-
half years until December 2005 with less than $60,000 compensation per year;

+ a stepchild of our former chief executive officer, Arnold Hantman, was on our payroll in mid-2004
through early January 2006. During 2004 this stepchild earned approximately $42,000 but in 2005 she
earned more than $60,000;

* a sister-in-law and son-in-law of Dr. Gregory B. Holmes, an executive officer, are employed at our
Ft. Myers, Florida location. This employment, their compensation of $65,000 and $45,000 respectively,
and the relationship to Dr. Holmes was disclosed in our 2005 proxy statement filed with the SEC.

Our independent registered public accounting firm, Grant Thornton LLP, has issued an audit report on our
assessment of our internal controls over financial reporting and on the effectiveness of our internal controls
over financial reporting as of December 31, 2005. This audit report is contained at the end of this Report
immediately prior to our consolidated financial statements.

Changes in Internal Control Over Financial Reporting

Prior Quarter Error. In the process of preparing third quarter financial statements, we discovered that
PharmaNet made a clerical error resulting in our reporting $609,000 in additional revenue and pre-tax income
in the first quarter of 2005. The error was made by the project manager and corrected in the third quarter of
2005. The use of the correct calculations had the effect of correcting the error on a cumulative basis at
September 30, 2005. The error resulted from insufficient internal controls at PharmaNet which we acquired on
December 22, 2004.

Additional Controls and Enhanced Procedures. We are committed to improving and enhancing our
internal control over financial reporting. In connection with the deficiency described in the paragraph
immediately above, we implemented additional controls and procedures during the fourth quarter of 2005. The
additional controls and enhanced procedures include:

* development of a system of control;

* management is working with project managers and project directors sooner in the month, thereby
gaining the extra time for reviews;

+ addition of financially oriented staff to work with project managers and project directors;
« monthly analytical reviews by both the operations and finance departments;

* creation of a checklist to be used when project managers or project directors are changed in the middle
of a project;

* the PharmaNet chief operating officer will review and approve the revenue recognition on milestone
and unit-based projects; and

* elimination of a project manager’s ability to modify an earned value analysis for a prior period, without
the authorization of the finance department.

With the implementation of the above controls and procedures, we have significantly improved our
internal control over financial reporting and reduced to a remote likelihood the possibility of another
misstatement similar to the $609,000 error that wouid not be prevented or detected.
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Other than the changes discussed above, there were no changes in our internal control over financial
reporting that occurred during our most recently completed fiscal quarter that have materially affetcted, or are
reasonably likely to materially affect, our internal control over financial reporting. |

Item 9B. Other Information.

None.

PART III

Item 10. Directors and Executive Officers of the Registrant.
Directors and Executive Officers
! i

The following is a list of our directors and executive officers. All directors serve one-year terms or until
each of their successors are duly qualified and elected. Our next annual meeting of stockholders at which
directors are elected is scheduled to be held in June 2006. Our officers are elected annually by the board of

directors. |

Names Age Position(s) ,

Jeffrey P.McMullen. . . ..... ... ... ... ... 54 President and Chief Executive dfﬁcer,
Director ‘

Gregory B. Holmes, Pharm.D. ... ... ... ... .. 50 President of Corporate Development,
Director i

David Natan, CPA. .. .. ... ... . .. .. ... ..., 53  Vice President of Finance (Chief
Financial Officer) |

Marc LeBel, Pharm.D. ... ........ .. ... ... ... 51 Executive Vice President of Laboratories

Jack Levine, CPA. ... ... ... 55 Chairman of the Board, Director

Johane Boucher-Champagne . . . ............... 52 Executive Vice President Early Clinical
Development !

David Lucking . . ......... .. o L 51 Director ;

Lewis Elias, MD. ........ ... ... ........... 80 Director !

Arnold Golieb ... ........ . 71 Director |

Jeffrey P. McMullen is the current president and chief executive officer of SFBC, and he wasl appointed to
serve as our chief executive officer in December 2005 and as our president in March 2006. Prior to that,
Mr. McMullen was president and chief executive officer of PharmaNet, our newest subsidiary. Mr. McMullen
co-founded PharmaNet in 1996. Prior to becoming president and chief executive officer of PharmaNet in April
2004, Mr. McMullen held the positions of acting chief executive officer and president since Ma.rc:h 2004,
president and chief operating officer since December 2003, executive vice president and chief operating officer
since July 2001 and senior vice president, business development since 1996. Mr. McMullen has more than
30 years of drug development industry experience including international experience in Europe, Jﬁpan, South
America, and Asia. His professional experience includes 13 years with major drug development services
companies as vice president of business development and director of clinical research, and nine years at

Sterling Drug in the clinical, regulatory, and drug metabolism areas.
i

Gregory B. Holmes, Pharm.D. joined South Florida Kinetics as executive vice president of clinical
operations in February 1999 and has served in the same capacity with our company since December 2005. In
late December 2005, he was appointed as president of early clinical development and laboratory services. In
March 2006, he was appointed President of Corporate Development. From January 1997 to February 1999,
Dr. Holmes was president of clinical research for Phoenix International Life Sciences, a company now owned
by MDS PharmServices, a leading global drug development services company. From May 1988 to January
1997, Dr. Holmes held several executive positions, including vice president of clinical research and vice
president of international business, with Pharmaco International Inc., the clinical research division of
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Pharmaceutical Product Development, a leading global drug development services company. Dr. Holmes is a
member and fellow of the American College of Clinical Pharmacology.

David Natan, C.P.A. became our vice president of finance (chief financial officer) in March 2002, having
first joined us in February 2002 as an employee. Previously, Mr. Natan was employed by Global
Technovations, Inc. as its vice president and chief financial officer from June 1995 through February 2002.
Global Technovations, Inc. filed for reorganization under Chapter 11 of the U.S. Bankruptcy Code in
December of 2001. Mr. Natan is a certified public accountant in the State of Florida, but his license is
voluntarily inactive. He also has served as chief financial officer for two other public companies.

Marc LeBel, Pharm.D. is a founder of and has been president of Anapharm, our Canadian subsidiary,
since 1994, and was also a senior vice president of SFBC from June 2005 until April 2006 when he was
appointed executive vice president of laboratories. He is also a fellow of the American College of Clinical
Pharmacy and the Canadian Society of Hospital Pharmacists. He is the author of more than 100 publications
on clinical pharmacology, including studies on pharmacokinetics and pharmacodynamics evaluation of drugs.
Dr. LeBel has over 25 years of experience in providing drug development services.

Jack Levine, C.P.A. has been a director of our company since August 1999, was our lead director from
November 2003 to January 2006 and has been our Chairman of the Board since January 2006. Mr. Levine is a
certified public accountant in the State of Florida, and has been the president of Jack Levine, P.A. since 1984.
He has been a director of Beach Bank, Miami Beach, Florida, since August 2000 and is chairman of its audit
committee. Since July 30, 2004, Mr. Levine has been a director of Grant Life Sciences, Inc. Mr. Levine is a
member of the National Association of Corporate Directors, Washington, D.C. Mr. Levine is also a member of
the American and Florida Institutes of Certified Public Accountants.

Johane Boucher-Champagne, has served as the Chief Operating Officer of SFBC Anapharm, our
Canadian subsidiary since April 1998. Ms. Boucher-Champagne holds a Master’s Degree in Administration
and a degree in life sciences and has more than thirty years of experience with health-science research
activities and business management and administration. Ms. Boucher-Champagne was appointed to serve as
Executive Vice President of Early Clinical Development of our company in April 2006.

David Lucking has been a director of our company since June 2002. Since March 2003, he has been
employed by SoLapharm, Inc., (now called ACCU-BREAK Pharmaceuticals, Inc.) a development-stage
branded pharmaceutical firm, as executive vice president and chief operating officer. Previously, Mr. Lucking
held senior management positions at Noven Pharmaceuticals, Inc. from its inception in 1987 until March 2003,
when he joined SoLapharm. At Noven, he served as Executive Director of Regulatory Affairs and was
extensively involved in conducting preclinical and clinical trials, coordinating with the FDA and European
pharmaceutical regulatory agencies and participating in creating strategic plans relating to developing
pharmaceutical projects from concept to FDA approval.

Lewis R. Elias, M.D. was appointed a director in June 2005. He has practiced internal medicine and
cardiology in South Florida for nearly 30 years. In 1992, the South Florida Cardiology Group was founded in
Dr. Elias’ Bal Harbour, Florida office and has since grown to nearly 20 physicians with five offices in Florida.
Dr. Elias is a senior member of South Florida Cardiology Associates. He served on the Board of Trustees at
Barry University for 20 years, the final 12 years as a member of the Executive Committee.

Arnold Golieb is a retired partner of Peat Marwick Mitchell & Co. (now KPMG LLP). During his career
with Peat Marwick, Mr. Golieb was the managing partner of their Des Moines, Iowa office and the tax partner
in charge of their Los Angeles, California office. During the past five years, Mr. Golieb has served as a
financial advisor to a real estate acquisition company which manages more than 30,000 apartment units and as
a business advisor and trustee for an investment group. Mr. Golieb is a member of the American Institute of
Certified Public Accountants. Mr. Golieb was elected to serve on our board of directors in June 2005.

Our board of directors consists of six directors all of whom are elected annually. None of our directors
and executive officers are related to each other.
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Committees of the Board of Directors ‘

We have a Compensation Committee, Audit Committee and Nominating Committee, each consisting of
independent directors within the meaning of the rules of the Nasdaq Stock Market. Because we currently have
four independent directors, our Audit Committee is responsible for corporate governance. As we expand our
board of directors, we may establish a Corporate Governance Committee. The role of our Compensation
Committee is described in Item 11. “Executive Compensation — Compensation Committee.” :

L
Audit Committee !

The Audit Committee’s primary role is to review our accounting policies and issues which may arise in
the course of our audit. The Audit Committee selects our independent auditors, approves all audit and non-
audit services, and reviews the independence of our auditors. The Audit Committee also reviews the audit and
non-audit fees of the auditors. Our Audit Committee is also responsible for certain corporate governance and
legal compliance matters. As part of its compliance responsibilities, our Audit Committee must approve all
transactions between us and any executive officer or director as required by Nasdaq Stock Market ;rules.

The Audit Committee is governed by its Audit Committee Charter. The members of the Audit Committee
are Mr. Jack Levine, as chairman, Mr. David Lucking and Mr. Arnold Golieb. Our Audit Committee chairman
meets monthly with our chief financial officer and participates in disclosure decisions prior to the issuance of
press releases and filings with the SEC. '

Our board of directors has determined that Messrs. Levine and Golieb each qualify as an Audit
Committee Financial Expert, as that term is defined by the rules of the SEC and in compliance with the
Sarbanes-Oxley Act, and that all of the members of the Audit Committee are independent, as that term is
defined by the rules of the SEC and the Nasdaq Stock Market relating to Audit Committee members.

f

'

Nominating Committee

Our Nominating Committee’s role 1s to nominate candidates for our board of directors. Its du_"ties are
governed by our Nominating Committee charter. The members of the Nominating Committee are Mr. Jack
Levine, Mr. David Lucking, chairman, and Dr. Lewis R. Elias. The Nominating Committee is currently
seeking out new candidates in order to expand our board of directors. It will consider norninations: made by
stockholders who provide written information to the Committee within the time periods specified in our proxy
statement. ,

t
}

Section 16(a) Beneficial Ownership Reporting Compliance
|
Section 16(a) of the Securities Exchange Act of 1934 requires our officers, directors and persons who

own more than 10 percent of our common stock to file reports of ownership and changes in ownership with
the Securities and Exchange Commission. Based on our review of the Forms 3 and 4 submitted to us during
and for fiscal 2005, we believe that our directors, executive officers and 10% stockholders have complied with
all Section 16(a) filing requirements. ;

Code of Ethics

We have adopted a code of ethics that applies to our directors and all of our employees inclﬁding our
executive officers. This is also posted on our website. Our Internet address is www.sfbci.com. A copy of our
code of ethics will be provided without charge, upon request by mail at SFBC International, Inc., ;504 Carnegie
Center, Princeton, New Jersey, 08540, Attention: Investor Relations. We intend to satisfy the disclosure
requirements of amendments to or waivers from a provision of the code of ethics applicable to o@r principal
executive officer, principal financial officer, principal accounting officer or persons performing similar
functions by posting such information on our website. In addition, under our code of ethics, our Audit
Committee must pre-approve all related party transactions. Our Internet website and the informati;on in or

connected to our website are not incorporated into this Report. }

'
i
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Item 11. Executive Compensation.

Executive Compensation

Set forth below is information with respect to compensation paid by us for 2005, 2004 and 2003, to our
current chief executive officer and our current four other most highly compensated executive officers, referred
to herein as our named executive officers, and to certain of our former executive officers who were named
executive officers in 2005.

Long Term
Annual Compensation Compensation
(a) LR () ) (e) (L1] (h) Jj
Securities
Restricted  Underlying

Other Annual Stock Options/ All Other

Name and Compensation(2) Awards SARs Compensation

Principal Position Year Salary (3) Bonus ($)(1) % (6)) # $)

Jeffrey P. McMullen . . . ... ... .. 2005 $475,000 3 — — $ — 24,593 3 _
President and 2004 $ — $ — — $ — 238.800 $ —_
Chief Executive Officer(3) 2003 3 — $ — — 3 — — $ —
David Natan(4) . ... ... ... . ... 2005 $330,000 $ 25,000 — $128,012 8,130 3 —
Vice President of Finance 2004 $210.000 $135,000 - 3 — — $ —
2003 $170,000 $ 16,000 — 3 — — $ —
Gregory B. Holmes, Pharm.D.(5). . . . 2005 $550,000 $200.000 — $384,068 24,390 $ -
President of Corporate 2004 $325.000 $450,000 — 5 — 135,000 3 —
Development 2003 $275,000 $ 75,000 — $ — — $ —
Marc LeBel, Pharm.D.(6) . .. ... .. 2005 $328,026 $100,000 — $140,820 8.943 $ -
Executive Vice President 2004 $271,272 $136,521 — $ — 30,000 $ —
2003 $229,892 $ 63,069 — $ — - $ —_
Lisa Krinsky(7) . . ... . ..... ... 2005 $650,000 $356,250 — $ — — $1,800,000
Former President 2004 $475,000 $547,458 — $ — 75,000 3 _—
2003 $400,000 $215,190 — $ — — $ —
Armold Hantman(7). . . . ... ... .. 2005 $650,000 $300,000 — $ _— — $2,025,000
Former Chief Executive Officer, 2004 $400,000 $428.475 — $ — 75,000 3 —_
2003 $325,000 $129,115 — $ — — 3 —

(1) Represents bonuses paid in the year indicated.

(2) For each of the named executive officers, the aggregate amount of personal benefits, which vary by indi-
vidual and include car allowances and insurance, disability, life and medical insurance, does not exceed
the lesser of 10% of the total salary and bonus reported or $50,000.

(3) In 2004 in addition to the 135,000 shares granted under his employment agreement, Mr. McMullen was
required to use a percentage of the net proceeds he received from our acquisition of PharmaNet and pur-
chase shares of our restricted common stock. He purchased 69,200 shares of common stock and received
options to purchase 103,800 shares at $40.39 per share as provided in his employment agreement.

(4) On December 31, 2005 Mr. David Natan held 3,978 restricted stock units with an aggregate value of
$63,688. The restricted stock units shall vest on March 31, 2008 subject to continued employment and
shall be delivered six months after separation from service with the Company.

(5) On December 31, 2005 Dr. Gregory B. Holmes held 11,935 restricted stock units with an aggregate value
of $191,079. The restricted stock units shall vest on March 31, 2008 subject to continued employment and
shall be delivered six months after separation from service with the Company.

(6) On December 31, 2005 Dr. Marc LeBel held 4,376 restricted stock units with an aggregate value of
$70,060. The restricted stock units shall vest on March 31, 2008 subject to continued employment and
shall be delivered six months after separation from service with the Company. Dr. LeBel was named to
serve as Executive Vice President of our company in April 2006.

(7) In December 2005, each of Ms. Lisa Krinsky and Mr. Arnold Hantman resigned as president and chief
executive officer, respectively. Ms. Lisa Krinsky and Mr. Arnold Hantman each entered into severance
agreements with us effective December 31, 2005 under which we paid them $1,800,000 and $2,025,000,

respectively in January 2006. Of these sums, they each received one-half of their severance in January
2006 and the balance is being held in escrow until June 30, 2006, subject to any offsets we may have. The
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severance sums are included under the column entitled “All Other Compensation.” Under their severance
agreements, they each forfeited $32,520 options exercisable at $38 per share and 15,913 restncted stock
units granted to them in May 2005.
|
‘Executive Compensation Agreements !

As part of our acquisition of PharmaNet, we entered into a three-year employment agreemen"t (terminable
by either party on 90 days’ notice) with Mr. Jeffrey P. McMullen, its then president and chief executive officer.
Pursuant to the agreement, Mr. McMullen received an annual salary of $475,000 with a guaranteed annual
increase of at least 4% per annum, an annual bonus equal to 1.5% of PharmaNet’s adjusted pre-tax income
(not to exceed his base salary). Mr. McMullen also receives benefits including a luxury car and all costs
associated with it including the income taxes incurred, up to $12,000 per year in financial planning fees. If
Mr. McMullen’s employment is terminated without cause, he is entitled to an additional 90 days’ severance
pay. Mr. McMullen also received 135,000 vested stock options exercisable at $44 .43 per share which were
fully vested upon closing, which is equal to 110% of fair market value at the date of grant. Additionally,
similar to other key PharmaNet executives, Mr. McMullen used 20% of his after tax proceeds to purchase
69,200 shares of our restricted common stock at a 15% discount. In connection with that purchasé he received
options to purchase 103,800 shares exercisable at 110% of fair market value the vesting of Wthh Was
accelerated due to SFAS 123(R).

Our board of directors elected Mr. Jeffrey P. McMullen to serve as our new chief executive officer
replacing Mr. Arnold Hantman effective as of December 31, 2005, and our board appointed him a;s our
president on March 31, 2006. Mr. McMullen continues to serve as chief executive officer and president of our
wholly-owned subsidiary, PharmaNet, Inc. The board agreed to enter into a new three-year employment
agreement with Mr. McMullen which will be effective as of January 1, 2006. The financial terms of the
employment agreement of Mr. McMullen will be determined by the Compensation Committee aftér consulting
with the Compensation Committee’s independent compensation consulting firm. However, the board agreed
with Mr. McMullen that his financial package will be the greater of (i) that received by Mr. Hantman or
(ii) that received by chief executive officers of SFBC’s competitors/peer group. The non-economic' terms of his
new employment agreement is expected to be similar to his current employment agreement. Our Bpard and
Mr. McMullen anticipate executing a new employment agreement shortly.

|

As of December 31, 2005, Lisa Krinsky and Mr. Hantman both resigned from their positions ;at our
company. As previously disclosed, pursuant to their severance agreements, Mr. Hantman received approxi-
mately $2.025 million, and Lisa Krinsky received approximately $1.8 million, paid one-half in early January
2006 and the balance has been placed in escrow and will be released as of June 30, 2006, subject to any
offsets we may claim. Both Mr. Hantman and Lisa Krinsky agreed to extend their post-employment non-
competition agreements from 12 months to 24 months. Had their employment agreements been terminated
without cause, Mr. Hantman and Lisa Krinsky would each have been entitled to an immediate payment of
three times their base salaries and immediate vesting of all outstanding options and restricted stock units. As
part of their severance agreements, each waived their right to 15,913 restricted stock units and 32,520 options
that would have vested upon termination without cause. Additionally, bonuses for the 12-month period ending
March 31, 2006, of approximately $260,000, of which would have accrued by December 31, 2005, will not be
paid. By entering into the severance agreements, the Company incurred a one-time fourth quarter charge of
approximately $3.825 million rather than approximately $4.8 million had these executives been terminated
without cause under their employment agreements. Lisa Krinsky's severance was less because she agreed to
the reduction which covered amounts paid to a relative as disclosed in Note D to the financial statements
contained in this Report.

The resignations effectively terminated employments agreements which we entered into with Lisa Krinsky
and Mr. Hantman which, effective April 1, 2005. In May 2005, we entered into new three-year employment
agreements with Lisa Krinsky, Mr. Arnold Hantman and Dr. Gregory B. Holmes, and a new one-year
employment agreement with Mr. David Natan, each effective as of April 1, 2005. In addition, we amended our
current employment agreement with Dr. Marc LeBel effective as of April 1, 2005. We paid Dr. Holmes a
$200,000 signing bonus and Dr. LeBel a $100,000 retention bonus. ;
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The Compensation Committee retained an independent compensation consulting firm to assist it in
evaluating our senior management’s compensation. Based upon its recommendation, the new employment
agreements each provided for a base salary, an annual bonus based upon meeting financial and operating
performance targets to be set annually and annual awards of long-term incentives.

Pursuant to these new and amended employment agreements, the base annual salaries of Dr. Krinsky and
Mr. Hantman were $650,000, Dr. Holmes was $550,000, Mr. Natan is $330,000 and Dr. LeBel is $350,000,
effective as of April 1, 2005. Dr. LeBel’s salary is stated in U.S. Dollars calculated as of May 9, 2005. We
increased Dr. Holmes’ annual salary to $600,000 in January 2006 and Dr. LeBel’s salary to $411,976 in April
2006. Dr. LeBel’s salary as of April 2006 is stated in U.S. Dollars calculated as of April 24, 2006. We also
changed our method of providing perquisites or personal benefits to these executive officers while maintaining
a limit of less than $50,000 per person. Previously we provided specific benefits such as automobile
allowances. The approach of our Compensation Committee for the new 2005 employment agreements was to
provide an allowance for personal benefits and permits the above executives (other than Mr. McMullen) to
select personal benefits with a “cafeteria plan” approach. We also agreed to pay the executives a sum to
compensate him or her for federal income taxes due (at a 35% rate) as a result of payment of the personal
benefits. The sums available (excluding the tax payments) were $32,500 to Drs. Krinsky and Holmes and
Mr. Hantman and $19,500 to Mr. Natan and Dr. LeBel. If these sums are not spent, we will not pay the
executive cash for the unused portion. We acted to limit perquisites because our Compensation Committee
understands that investors have criticized other companies for not placing meaningful limits on their
executives’ perquisites. Because of the high level of our senior executive compensation, our Compensation
Committee felt it was important to limit the level of perquisites and to give clear guidelines to our senior
executives (other than Mr. McMullen). Mr. McMullen’s employment agreement was negotiated as part of the
PharmaNet acquisition and to induce him to become the chief executive officer of PharmaNet, and our board
of directors agreed with him to maintain the same perquisites in his new agreement which is in the process of
being finalized. Previously, no executive exceeded the $50,000 limit.

In addition, Dr. Holmes and Mr. Natan were eligible to receive annual bonus compensation for the
12-month period ending March 31, 2006 if certain financial and operating targets are achieved by the
Company, which bonuses range from 10% to 100% of their base salary. We paid Mr. Natan a $38,000 bonus
in lieu of the approximately $100,000 bonus he would have received under his employment agreement.

Dr. Holmes received a $200,000 signing bonus related to his new employment agreement as described above
and also received a $100,000 discretionary bonus which was approved by our Compensation Committee in
September 2005. If Dr. Holmes or Mr. Natan are terminated without cause, or resigns for good reason,

Dr. Holmes is entitled to three year’s base salary and Mr. Natan, an amount equivalent to 22 months base
salary as of April 30, 2006 declining to 18 months base salary as of September 30th and thereafter an amount
equivalent to what he would receive under his agreement.

Also, we awarded long-term incentive (“LTI”) compensation based on the intended grant date value to
Dr. Krinsky and Mr. Hantman in the amount of $1 million, Dr. Holmes in the amount of $750,000, Dr. LeBel
in the amount of $275,000 and Mr. Natan in the amount of $250,000. For the 2005 awards and after
considering the then current accounting treatment, current accounting treatment under FASB Statement
No. 123(R), the overriding desire to encourage performance and retention of key individuals, and advice from
its independent compensation consulting firm, our Compensation Committee elected to grant LTI awards for
each person with two-thirds of their respective value in restricted stock units and one-third in stock options.
Because the stock options are premium priced and represent only one-third of the value of the awards, they
vested on December 31, 2005, subject to continued employment, and thereby will not result in the recognition
of an expense for accounting purposes. In order to balance the overall LTI awards in light of this early vesting,
the larger portion of the LTI award, a grant of restricted stock units, will only vest on March 31, 2008 subject
to continued employment on that date. The delivery of the restricted stock units will be further deferred to
permit SFBC to benefit from favorable federal income tax treatment. As a result of the resignation of
Dr. Krinsky and Mr. Hantman on December 31, 2005, their options and restricted stock were forfeited.
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Based upon these LTI awards, we granted, subject to vesting, five-year stock options and restﬁicted stock
units as follows: ;

Name No. of Options Value of Options No. of RSUs Valuei of R5Us
Jeffrey P. McMullen. . ............ 24,593 $252,080 — —
Dr. Gregory B. Holmes. .. ......... 24,390 $250,000 11,935 $500,000
Dr.MarcLeBel ................. 8,943 $ 91,666 4,376 $183,334
David Natan. . .................. 8,130 $ 83,333 3,978 $166,667
Lisa Krinsky, M.D.(1). ............ 32,520 $333,333 15,913 $6§6,667

Amold Hantman(1) .............. 32,520 $333,333 15,913 $666,667

(1) The options and RSUs held by Lisa Krinsky and Arnold Hantman expired as part of their severance
agreements, |

In determining the total compensation of our executives described above for 2005, our Compensation
Committee considered the report of its independent compensation consulting firm and initially proposed LTI
awards ranging from $500,000 to $2 million for our senior executives. However, after considering the concerns
of management, the Committee reduced the total compensation awards recommended. The primary change,
prompted by management’s concern that the LTI was too high, was to reduce the value of these LTI awards by
one-half. Thus, the recommended LTI award of $2 million to our former chief executive officer was reduced
to $1 million. This was offset by a small increase in the base salaries recommended by the independent
compensation consulting firm. For our chief executive officer, this resulted in increasing the proposed
$625,000 annual base salary to $650,000. The final change was to reduce the recommended maxh:num annual
bonus of 120%, subject to meeting performance targets, to 100% based upon our management’s
recommendation.

The options are exercisable at $38 per share which was an 18% premium over fair market vajlue (532.18)
as of the date of grant. Additionally, if any options are exercised prior to January 1, 2007, the shares of
common stock issued upon exercise may not be sold until January 1, 2007. Based upon the recomjmendation
of the Compensation Committee’s independent compensation consulting firm, the number of restricted stock
units was based upon the cash value of the award, reduced by one-third in order to reflect the premium placed
on a grant of restricted stock versus stock options. This amount was than divided by the current market price
of our common stock, less a small discount to reflect the restriction period of over three years. As part of its
negotiations with the chief executive officer, the Compensation Committee accepted a 51% volatility factor in
determining the number of options to be granted rather than the 60% recommended by the independent
compensation consulting firm. SFBC is currently using the 51% volatility factor in its consolidated financial
statements in determining pro forma compensation expense. Additionally, our former chief executive officer
recommended premium price options at $38 which the Compensation Committee believes adds a performance
based aspect to the options. As a consequence of agreeing to the former chief executive officer’s two
recommendations, more options were granted than what was proposed by the independent compenisation
consulting firm. !

Additionally, in May 2005 our Compensation Committee granted Mr. Jeffrey P. McMullen 24,593 options
exercisable at $38 per share over a five-year period. The options vested on December 31, 2005, and the shares
issued upon exercise are subject to the same restriction on sale as described above. Mr. McMullen was entitled
to an annual grant of options under his employment agreement equal to the average number of options granted
to Mr. Hantman, Ms. Lisa Krinsky and Drs. Holmes and LeBel on equivalent terms. ’

Since its initial public offering in 2000, SFBC has provided clawback provisions in option agreements
which cancel existing options and require forfeiture of profits where the employee has been terminated for
cause or following resignation or termination violates non-compete or confidentiality provisions of employ-
ment or other agreements. This practice has been continued and also applies to the restricted stock units
described above. \

!
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In addition, the new employment agreements authorize the Compensation Committee, in the event it
learns that an executive or the Company is subject to any investigation involving possible violations of the
United States securities laws, to cause the Company to withhold all payments which the Committee believes
may be considered to be subject to the provisions of Section 1103 of the Sarbanes-Oxley Act of 2002.

On August 11, 2005, our Compensation Committee accelerated the vesting of 218,084 out-of-the-money
stock options exercisable at $40.39 per share and 243,975 out-of-the-money stock options exercisable at
$44.43 per share. At the time of approval, the price of our common stock was less than the exercise prices of
the options. The options were issued to key PharmaNet, Inc. executives in December 2004. 103,800 of the
stock options exercisable at $44.43 per share are held by Mr. Jeffrey P. McMulien, who is the president and
chief executive officer of PharmaNet. Mr. McMullen is also our chief executive officer and serves on our
board of directors. One half of the options described above were to have vested in 2006 and the remainder
were to have vested in 2007, subject to continued employment on each vesting date. In addition, each
executive has agreed not to sell any shares of common stock issued as the result of options exercised prior to
the original applicable vesting dates except to the extent necessary to pay SFBC the exercise price.

In February 2005, we issued Mr. David Natan a $25,000 bonus. On December 12, 2005, we amended the
employment agreement with Mr. David Natan, by extending its term for an additional two years. The
agreement now expires on March 31, 2008. In addition, we increased the payment due for termination without
cause and under certain other circumstances from one year to the greater of 18 months or the remaining term
of the employment agreement. All other terms and conditions of the employment agreement remain
unchanged.

On March 7, 2006, the Compensation Committee granted David Natan and Marc LeBel 15,000 shares of
our restricted common stock and 15,000 restricted stock units, respectively, which shall vest in six equal
increments of 2,500 shares on each of June 30 and December 31, subject to continued employment on each
applicable vesting date. On April 25, 2006, the Compensation Committee granted Marc LeBel 10,000
restricted stock units, which will vest in six equal increments of 1,667 shares on each March 31 and
September 30, subject to continued employment on each applicable vesting date.

In March 2002, Anapharm entered into a written agreement with Dr. Marc LeBel providing for a five-
year employment term at an initial base salary of $266,000 Canadian with increases in his base salary upon
Anapharm meeting targeted financial results, subject to approval of the board of directors. As described above,
we established his current salary in May 2005. Dr. LeBel is eligible to receive bonuses during the term of his
employment in accordance with revenue and income targets established by us. For the 12-month period
beginning April 1, 2005, we paid Dr. LeBel a retention $100,000 bonus in May 2005. In 2003 and 2004, he
received bonuses of $55,000 and $135,592 in United States dollars, respectively. Additionally, as part of his
employment agreement we awarded Dr. LeBel 52,500 10-year stock options exercisable at $15.93 per share. If
Dr. LeBel is terminated without cause or his employment is not renewed, he is entitled to one year’s
severance.

Dr. Alan Xu, president of SFBC Analytical, Inc. was previously an executive officer of SFBC until our
acquisition of Anapharm. Dr. Xu receives an annual salary of $230,000 and an annual bonus of $200,000
payable if still employed by us on each August 20th which is applied against the $1,000,000 loan we made
Dr. Xu when we purchased SFBC Analytical on August 20, 2001. As of April 19, 2006, the loan balance due
to SFBC was $200,000. In 2005 and 2004, we paid Dr. Xu discretionary bonuses of $150,000 and $110,000,
respectively. Dr. Xu may terminate his employment agreement if his duties are substantially modified or if any
entity or person who is not an executive officer of ours becomes individually or as part of a group the owner
of more than 30% of our common stock. If this occurs he is entitled to two years’ base salary, and the
payment is to be made on a monthly basis.

We do not have any formal pension, profit sharing or such other similar plans pursuant to which we pay
additional cash or non-cash compensation to our employees including the individuals specified above, other
than our 1999 Stock Plan, our 2004 Employee Stock Purchase Plan and our 401(k) plans. The 2004 Employee
Stock Purchase Plan permits our non-management employees to purchase shares of our common stock at 85%
of the lower of fair market value on the first or last day of each six-month purchase period. We also had a
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2004 Acquisition Stock Option Plan pursuant to which we granted stock options to certain PharmaNet
executives. We do not intend to grant any additional options under this Plan beyond those granted in 2004. We
also maintain a 401(k) plan for our United States employees. Both plans provide for discretionary
contributions. We are reviewing both of the 401(k) plans for comparability of benefits as a result of the merger
with PharmaNet. PharmaNet maintained a 401(k) plan for its United States employees which has been frozen
pending receipt of approval from the Internal Revenue Service and the United States Department of Labor.
Because of certain issues arising with the PharmalNet 401(k) plan prior to our acquisition, we cannbt presently
merge the plans. See Note H to the financial statements contained in Item 8 of this Report. i

|
'
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Compensation of Directors

In 2005, our independent directors received fees of $1,000 for each formal meeting of our boa;lrd of
directors and board committee. Additionally, upon election to our board (and again after the full vesting of
any previously granted options), we issued our directors options to purchase 15,000 shares of our common
stock at fair market value, which options vest over a one-year period subject to continued service és a director.
Additionally, our then lead director, Mr. Jack Levine received a fee of $5,000 per month and a grant every
three years of options to purchase an additional 15,000 shares of our common stock (vesting as described
above). We reimbursed our directors for expenses incurred in attending corporate governance and other
educational seminars. We do not compensate our executive officers for their service on our board of directors.

On March 23, 2006, our board of directors approved the 2006 compensation for non- employeé directors
of our company. Each director who is not our employee is compensated for services as a director By an annual
retainer of $30,000 and a meeting fee of $1,000 for each board and committee meeting attended i m person or
by telephone, effective January 1, 2006 except for the equity grants described below which are effective upon
election at the June 2006 annual meeting. In addition to these fees: !
|
« The Chairman of the Board is also compensated for such service by an annual retainer of $60,000 and

$62,500 worth of our restricted stock units or restricted stock as the chairman elects, based upon the
our stock price on the date of grant.

* The chairman of the Audit Committee is compensated for such service by an annual retainér of
$10,000.

* The chairman of the Compensation Committee is compensated for such service by an annual retainer of

$5,000. |
* The chairman of the Nominating Committee is compensated for such service by an annual retamer of
$3,500.

1
* A director who is our employee does not receive any compensation for service as a director.

In addition, the compensation also includes a Long Term Incentive Plan in which we will issﬂe each non-
employee director, at the annual meeting of stockholders of our company, $125,000 worth of our company’s
restricted stock or restricted stock units, at the choosing of each director, based upon our stock priée on the
date of grant. Such restricted stock or restricted stock unit will be subject to vesting over the length of the
elected service term.

In January 2006, our board of directors issued 20,000 and 3,000 shares of restricted stock to Jack Levine
and Arnold Golieb, respectively, which vest quarterly over a 12-month period, subject to continuing to serve
as a director on the applicable vesting date. \
Compensation Committee Interlocks and Insider Participation

The members of the Compensation Committee are Jack Levine, David Lucking and Arnold Golieb.
Mr. Golieb was appointed to serve as a member of the Compensation Committee in December 2005, replacing
Dr. Leonard Weinstein who resigned from our board in December 2005, due to health reasons. There are no
members of the Compensation Committee who were officers or employees of our company or any of our

!
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subsidiaries during the fiscal year, formerly officers of ours, or had any relationship otherwise requiring

disclosure in this Form 10-K/A.

The following tables provide information with respect to the grant and exercise of options to purchase our
common stock by our named executive officers for the fiscal year ended December 31, 2005.

Option/ SAR Grants in Last Fiscal Year

e o & of Total Potential Realizable Value
Underlying  Option/SARs at Assumed Annual Rates
Options/ Granted to Exercise of StO.Ck Price Appreciation
SARs Employees in  Price per  Expiration 1or Five Year Option Term

Name Granted Fiscal Year Share Date 5% 10%
Jeffrey P. McMullen . . ... 24,593 4.97% $38 5/17/2010 $258,195 $587,723
Dr. Gregory Holmes . . ... 24,390 4.93% $38 5/17/2010  $256,063 $582,872
Dr. Marc LeBel . ... ... .. 8,943 1.81% $38 5/17/2010 $ 93,890 $213,720
David Natan . .......... 8,130 1.64% $38 5/17/2010 $ 85,354 $194,291
Lisa Krinsky . .......... 32,520 6.57% $38 5/17/2010 $341,418 $777,163
Arnold Hantman . ....... 32,520 6.57% $38 5/17/2010 $341,418 $777,163

Aggregated Option/ SAR Exercises in Last Fiscal Year and FY-End Option/ SAR Values

Number of Securities
Underlying Unexercised
Options/SARs at Fiscal

Value of Unexercised In-The-
Money Options/SARs at

Ac‘?ll:;l;s on Value Year-End Fiscal Year-End

Name Exercise (#) Realized Exercisable Unexercisable  Exercisable = Unexercisable
Jeffrey P. McMullen(1) . . — — 263,393 — $ — $—
Dr. Gregory Holmes(2) .. 97,500 $2,695,050 159,390 — $ — $—
Dr. Marc LeBel . . ... ... — — 106,443 — $ 4,200 $—
David Natan(3) .. ...... 19,000 $ 433,420 24,380 — $ 13,470 $—
Lisa Krinsky(4) .. ... ... — — 162,300 — $273,132 $—

— 174,300 — $273,132 $—

Amold Hantman(5) . . ... —

(1) Includes 135,000 options which Mr. McMullen has agreed to cancel in exchange for receiving a lesser
number of restricted shares under his proposed new employment agreement.

(2) The value realized for Dr. Holmes consists of the fair market value as of the dates of exercise. As of
December 31, 2005, he has not sold the 97,500 shares, which had declined in value to $1,560,975.

(3) The value realized for Mr. Natan is based upon the net proceeds he received from our March 2005 public

offering.

(4) All options expired March 31, 2006 without being exercised.

(5) Mr. Hantman exercised 99,300 options in March 2006 paying us $1,334,258; the remaining options
expired March 31, 2006 without being exercised.
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Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters. ’
Principal Stockholders
The following table sets forth the number of shares of our voting stock beneficially owned as of April 19,
2006 by each person known by us to be the beneficial owner of at least 5% of our common stock, each of our
current directors, each of our current named executive officers, and all of our current executive officers and

directors as a group. As of April 19, 2006, we had 18,094,810 treasury shares of our common stock
outstanding.

We believe that all persons named in the table have sole voting and investment power with respect to all
securities beneficially owned by them. Beneficial ownership exists when a person either has the power to vote
or sell common stock. A person is deemed to be the beneficial owner of securities that can be acquired by
such person within 60 days from the applicable date, whether upon the exercise of options or oth%mise.

Shares of !
Name and Address of Beneficial Owner(1) Common Stock Percent %
Jeffrey P. McMullen(2) .. ... ..t e 332,593 1.8
Lewis ELHas(3) . .. ..o ottt 8,500 " *
Amold GOleb(4) . . . oot e et 20300 | x
Gregory B. Holmes, Pharm.D.(5) . ........ ... . .. . ... ... ... 386,133 . 2.0
Marc LeBel, Pharm.D.(6). . .. ... .. oo 156,971 ' *
Jack Levine, CPA.(7) . .. .. e 180,500 x 1.0
David Lucking(8) . ... i e 89,250 ! *
David Natan, C.PAD) ..o et 44358 . %
Barclays Global Investors, NA(10) .. ......... ... ... ... 935,788 5.0
Citadel Limited Partnership(11) .. ... ... ... .. ... . o, 1,743,369 ; 9.3
Credit Suisse(12) . . ..o vt e 1,024,477 b 5.5
Goldman Sachs Asset Management, LP.(13) ..................... 1,060,627 y 5.7
Lord, Abbett & Co. LLC(14) . . .. ... .o e 1,196,839 i 6.4
Wellington Management Company, LLP(15). ... .................. 1,126,163 ( 6.0
Wells Fargo & Company(16) . ... ... ... 1,163,729 : 6.2

All officers and directors as a group(2) (3) (4) (5) 6) (7) 8)Y9) ....... 1,218,605 . 6.1

* Less than one percent *

(1) Except where indicated, each of the persons listed above has the address c¢/o SFBC International, Inc.,
504 Carnegie Center, Princeton, New Jersey, 08540. ;

(2) All of these shares are issuable upon exercise of options. ;

(3) Includes 7,500 shares issuable upon exercise of options. Does not include 7,500 shares issuafble upon
exercise of options which vest on June 30, 2006.

(4) Includes 7,500 shares issuable upon exercise of options. Does not include 7,500 shares issua:ble upon
exercise of options which vest on June 30, 2006. Also includes 2,000 shares of unvested restricted stock.

(5) Includes 159,390 shares issuable upon exercise of options. Does not include 11,935 unvested RSUs.

(6) Includes 106,443 shares issuable upon exercise of options. Does not include 19,376 unvested RSUs. His
address is 2050, Boul Rene-Levesque Ouest, Sante-Foy (Quebec), Canada G1V 2K8.

(7) Includes 2,250 shares held by Jack Levine Trustee, Jack Levine, P.A. Money Purchase Plan,; 2,250 shares
held by Jack Levine, Trustee, Jack Levine P.A. Profit Sharing Trust, and 120,000 shares issuable upon
exercise of options. Also includes 15,000 shares of unvested restricted stock. Does not include
7,500 shares issuable upon exercise of options which vest on June 30, 2006. ‘
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(8) Includes 36,750 shares of common stock. Does not include 7,500 shares issuable upon exercise of options
which vest on June 30, 2006.

(9) Includes 24,380 shares issuable upon exercise of options. Also includes 15,000 shares of unvested
restricted stock including 2,500 RSUs which vest on June 30, 2006. Does not include 3,978 unvested
RSUs.

(10) Based on information from a Schedule 13 G filed with the SEC on January 26, 2006. Their address is
45 Fremont Street, San Francisco, CA 94105.

(11) Based on information from a Schedule 13 G filed with the SEC on April 4, 2006. Their address is
131 S. Dearborn Street, 32nd Floor, Chicago, IL 60603.

(12) Based on information from a Schedule 13 G filed with the SEC on February 14, 2006. Their address is
Uetlibergstrasse 231, P.O. Box 900, CH 8070 Zurich, Switzerland.

(13) Based on information from a Schedule 13 G filed with the SEC on February 3, 2006. Their address is
32 O1d Slip, New York, NY 10005.

{14) Based on information from a Schedule 13 G filed with the SEC on March 14, 2006. Their address is
90 Hudson Street, Jersey City, NJ 07302.

(15) Based on information from a Schedule 13 G filed with the SEC on February 14, 2006. Their address is
75 State Street, Boston, MA 02109,

(16) Based on information from a Schedule 13 G filed with the SEC on March 3, 2006. Their address is
420 Montgomery Street, San Francisco, CA 94104.

Equity Compensation Plans

The following table reflects information relating to equity compensation plans as of December 31, 2005.

Number of

Securities to be Weighted Number of
Issued upon Average Securities
Exercise of Price of Remaining
Outstanding Outstanding Available For
Plan Category Options Options Future Issuance
Equity compensation plans approved by security
holders(1). ... ... .o 1,460,367 $18.59 411,024
Equity compensation plans not approved by security
holders(2). .. ... i 862,697 $41.42 —

(1) Consists of our 1999 Stock Plan and 2004 Employee Stock Purchase Plan.

(2) Includes 842,447 options issued to PharmaNet executives effective December 22, 2004 under our 2004
Acquisition Stock Option Plan, and excludes 200,000 options which we agreed to grant to 10 PharmaNet
executives on each of December 22, 2006 and 2007, subject to continued employment with us on the
applicable grant date, pursuant to which we will issue each such executive 10,000 options that will be
exercisable at the fair market value on the date of issuance.

Item 13. Certain Relationships and Related Transactions.

We entered into employment agreements, severance agreements and otherwise compensated our current
and former executive officers as described in Item 11 of this Report. Other related party transactions referred
to in Note D to the financial statements contained in Item 9 of this Report are not disclosed since they do
involve executive officers, are under $60,000 per year and/or relate to a time frame when the person was not a
director.
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Item 14. Principal Accounting Fees and Services.

2005 2004
Audit Fees(1) ... ... . e $1,306,433 $1,204,794
Audit-Related Fees ... ... ..o $ 487,320 $ 11,400
Tax Fees(2) . . ..o $ 610368 % 145,700
AlLOEr FEES. .+ v oo o e e e e e e $ — s —
Jotal .. $2,404,121  $1,361,894

t

(1) For 2004 and 2005, Audit Fees consists of an integrated audit including the financial statemenrt audit and
the audit of our internal control over financial reporting required by Section 404 of the Sarbanes-Oxley
Act, quarterly review services, and consents relating to SEC filings. '

(2) For 2004 and 2005, Tax Fees consisted of tax compliance services and tax advice including se:rvice:s
related to our European joint venture and Anapharm.

The Audit Committee has adopted policies and procedures that require the pre-approval by the Audit
Committee of all fees paid to and services performed by our principal registered independent accountants and
other auditing firms. As part of the process, the Audit Committee approves the proposed services along with
the range of corresponding fees to be provided by our independent registered accountants. If any proposed
service would exceed the pre-approved cost levels, the proposed service requires specific pre-appr(.)val. In
addition, specific pre-approval is required for any proposed services that may arise during the year that are
outside the scope of the initial services pre-approved by the Audit Committee. The Audit Committee also
adopted a policy acknowledging and specifically prohibiting our independent registered accountants from
performing any of those non-audit services which a company’s principal independent accountant a&e prohibited

from performing by the Sarbanes-Oxley Act.

PART IV

Item 15.. Exhibits, Financial Statement Schedules. |
The following documents are filed as part of this report: ’
1. Financial Statements

2. Financial Statement Schedules

3. Exhibits

Exhibit Index

!
Exhibit !
Number Description
- - |
3.1 Certificate of Incorporation(1) ‘
3.2 First Amendment to Certificate of Incorporation(1)
33 Certificate of Correction to Certificate of Incorporation(2)
3.4 Certificate of Correction to Certificate of Incorporation(7)
3.5 Certificate of Designation for Series A Junior Participating Preferred Stock(12)
3.6 Amended and Restated Bylaws(13)
4.1 Form of Common Stock Certificate(1) !
4.2 Indenture relating to 2.25% Convertible Senior Notes due 2024(6) ’
4.3 Form of 2.25% Convertible Senior Notes due | 2024(6)

74




Exhibit
Number
4.4

10.1
10.2
10.3
104
10.5
10.6
10.7
10.8
10.9
10.10
10.11
10.12
10.13
10.14
10.15
10.16
10.17
10.18
10.19
10.20
10.21
10.22
10.23
10.24
10.25
10.26
10.27
10.28
21
23.1
232
311
31.2
32.1
322

Description
Registration Rights Agreement relating to 2.25% Convertible Senior Notes due 2024(6)
Jeffrey P. McMullen Employment Agreement(17)
Gregory B. Holmes Employment Agreement(10)
David Natan Employment Agreement(10)
David Natan Amendment to Employment Agreement(11)
Marc LeBel Employment Agreement(15)
Marc LeBel Amendment to Employment Agreement(10)
Arnold Hantman Employment Agreement(14)
Lisa Krinsky, M.D. Employment Agreement(14)
Amold Hantman Severance Agreement(18)
Lisa Krinsky, M.D. Severance Agreement(18)
Annual Bonus Plan adopted May 17, 2005(16)
Amended and Restated Credit Agreement(10)
First Amendment to the Amended and Restated Credit Agreement(18)
Second Amendment to the Amended and Restated Credit Agreement(18)
Amended and Restated Security Agreement(10)
Amendment to 2004 Employee Stock Purchase Plan(10)
Amended and Restated 1999 Stock Plan(18)
Shareholder Rights Agreement(12)
Audit Committee Charter(4)
Acquisition Agreement (Clinical Pharmacology Associates)(3)
Agreement and Plan of Merger (Taylor Technology, Inc.)(8)
Amended and Restated Agreement and Plan of Merger with PharmaNet(9)
2004 Acquisition Stock Option Plan(8)
Form of Stock Option Agreement(17)
Amended and Restated Stock Option Agreement (Jeffrey P. McMullen)(17)
Arnold Golieb Restricted Stock Agreement(18)
Jack Levine Restricted Stock Agreement(18)
New Drug Services Amended Agreement(18)
Subsidiaries of SFBC International, Inc.(18)
Consent of Grant Thornton LLP dated March 31, 2006(18)
Consent of Grant Thornton LLP dated April 28, 2006
Certification of Chief Executive Officer (Section 302)
Certification of Chief Financial Officer (Section 302)
Certification of Chief Executive Officer (Section 1350)
Certification of Chief Financial Officer (Section 1350)

(1) Contained in Form SB-2 filed on August 17, 1999
(2) Contained in Form SB-2 filed on October 5, 2000
(3) Contained in Form 8-K filed on August 19, 2003
(4) Contained in Form 10-K filed on March 15, 2004
(5) Contained in Form 10-KSB filed on March 31, 2003
{6) Contained in Form S-3 filed on November 2, 2004
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(7) Contained in Form 10-Q filed on August 4, 2004

(8) Contained in Form 8-K filed on July 30, 2004 ,

(9) Contained in Form 8-K filed on December 27, 2004 "
(10) Contained in Form 10-Q filed on August 9, 2005 |
(11) Contained in Form 8-K filed on December 16, 2005
(12) Contained in Form 8-A filed on December 28, 2005
(13) Contained in Form 8-K filed on February 16, 2006
(14) Contained in the Form 10-Q filed on August 9, 2005 |
(15) Contained in the Form 10-KSB filed on April 1, 2002 !

(16) Originally contain in the Form 10-Q filed on August 9, 2005 and refiled with the Form 10-K to correct a
scrivener’s error as to the date of adoption on March 31, 2006. |

(17) Contained in the Form 10-K filed on March 8, 2005 '
(18) Contained in the Form 10-K filed on March 31, 2006 ;
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Date: April 28, 2006

SFBC International, Inc.

By: /s/ Jeffrey P. McMullen

Jeffrey P. McMullen,

President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below
by the following persons on behalf of the registrant and in the capacities and on the dates indicated.

/s/  Jack Levine, CPA

Jack Levine

/s/ Jeffrey P. McMullen

Jeffrey P. McMullen

/s/ David Natan

David Natan

/s/ Gregory B. Holmes

Gregory B. Holmes

/s/ Lewis R. Elias, M.D.

Lewis R. Elias

/s/  Arnold Golieb

Arnold Golieb

/s/ David Lucking

David Lucking

Chairman of the Board of Directors
President and Chief Executive Officer and

Director (Principal Executive Officer)

Vice President of Finance
(Principal Financial Officer and
Chief Accounting Officer)

Director

Director

Director

Director
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REPORT OF INDEPENDENT REGISTERED
PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
SFBC International, Inc.

We have audited the accompanying consolidated balance sheets of SFBC International, Inc. and
subsidiaries as of December 31, 2005 and 2004, and the related consolidated statements of earnings, changes
in stockholders’ equity and cash flows for each of the three years in the period ended December 31, 2005.
These financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the consolidated financial position of SFBC International, Inc. and subsidiaries as of December 31,
2005 and 2004, and the results of their earnings and their consolidated cash flows for each of the three years
in the period ended December 31, 2005, in conformity with accounting principles generally accepted in the
United States of America.

Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken
as a whole. Schedule II is presented for purposes of additional analysis and is not a required part of the basic
financial statements. This schedule has been subjected to the auditing procedures applied in the audit of the
basic financial statements and, in our opinion, is fairly stated in all material respects in relation to the basic
financial statements taken as a whole.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of SFBC International Inc.’s internal control over financial reporting
as of December 31, 2005, based on criteria established in Internal Control — Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission and our report dated March 31,
2006 expressed an unqualified opinion on management’s assessment of the effectiveness of the Company’s
internal control over financial reporting and an adverse opinion on the effectiveness of the Company’s internal
controls over financial reporting because of material weaknesses.

/s/ Grant Thornton LLP
Miami, Florida
March 31, 2006
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REPORT OF INDEPENDENT REGISTERED
PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders !
SFBC International, Inc. !

We have audited management’s assessment, included in the accompanying Management’s R‘eport on
Internal Control over Financial Reporting, that SFBC International, Inc. did not maintain effective internal
control over financial reporting as of December 31, 2005, because of the effect of material wealgnesses
identified in management’s assessment, based on criteria established in Internal Control — Integrated Frame-
work issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). SFBC
International, Inc.’s management is responsible for maintaining effective internal control over financial
reporting and for its assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an opinion on the effectiveness of the
Company’s internal control over financial reporting based on our audit. ‘

|

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over financial reporting, evaluating
management’s assessment, testing and evaluating the design and operating effectiveness of internal control,
and performing such other procedures as we considered necessary in the circumstances. We believe that our
audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasohable
assurance regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (1) pertain to the maintenance of records that,
in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of, the company;
(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of
the company are being made only in accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company’s assets that could have a material effect on the financial
statements. ‘

Because of its inherent limitations, internal control over financial reporting may not prevent l‘or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of comphance with the
policies or procedures may deteriorate.

A material weakness is a control deficiency, or combination of control deficiencies, that resuElts in more
than a remote likelihood that a material misstatement of the annual or interim financial statements will not be
prevented or detected. The following material weaknesses have been identified and included in management’s

assessment. l

|
¢ The audit for the year ended December 31, 2005 resulted in a number of adjusting entries., This was
due to untimely review of reconciliations and the lack of appropriate accounting personnel;

» The Company’s failure to identify, evaluate and disclose certain related party information to the
Company’s audit committee and independent auditors.
These material weaknesses were considered in determining the nature, timing, and extent of audit tests
applied in our audit of the 2005 financial statements, and this report does not affect our report dated March 31,
2006 on those financial statements.
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In our opinion, management’s assessment that SFBC International, Inc. did not maintain effective internal
control over financial reporting as of December 31, 2003, is fairly stated, in all material respects, based on
COSO. Also in our opinion, because of the effect of the material weaknesses described above on the
achievement of the objectives of the control criteria, SFBC International, Inc. has not maintained effective
internal control over financial reporting as of December 31, 2005, based on COSO.

We do not express an opinion or any other form of assurance on management’s plans.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated balance sheets of SFBC International, Inc. as of December 31, 2005
and 2004, and the related consolidated statements of earnings, changes in stockholders’ equity and cash flows
for each of the three years in the period ended December 31, 2005 and our report dated March 31, 2006
expressed an unqualified opinion on those consolidated financial statements.

/s/ Grant Thornton LLP

Miami, Florida
March 31, 2006
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SFBC INTERNATIONAL, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
DECEMBER 31, 2005 AND DECEMBER 31, 2004

ASSETS
Current Assets
Cash and cash equivalents . . ... ......... .. i
Investment in marketable SeCUrties . . . . . . . o oot i i e
Accounts receivable, net. . . ... e s
Income tax receivable . ... . . .. e
Loans receivable from stockholders
Deferred INCOME (AXES . . o v it i e e et e e
Prepaids and other current assets. . . .. ... ..ot

Total CUTENE @SSELS. . o v v v v et e e e et e et et et e e e e
Loans receivable from stockholders. . . . .. ... .. ... e
Property and equipment, net. . . ... ... ...
Goodwill, NEt . . . e
Other intangibles, NEt. . . ... ... e
Other assets, net

Total assets

Current liabilities
Accounts payable. . .. ...
Accrued Habilities . . . . oo e e
Purchase consideration due to stockholders
Client advances, current
Line of credit . . oot e e
Capital lease obligations and notes payable .. ... ... ... ... ... ..
Long term debt, current portion. . . ....... ...

Total current liabilities . . . . . . ... e e
CHENt adVANCES . . .« o o ot e e e e e e e e e e
Deferred ICOME tAXES . . . o v v e et e e
Capital lease obligations and notes payable . .. .......... ... ... ... ... ...
Longterm debt. . . ..o e
2.25% Convertible senior notes payable, due 2024
Minority interest in joint venture
COMMILIMENTS &+ & o o o ot et e et e e e e e e e e e e e e e e e e
Stockholders’ equity

Preferred stock, $0.10 par value, 5,000,000 shares authorized, none issued . .......
Common stock, $0.001 par value, 40,000,000 shares authorized, 18,493,364 shares

and 15,053,888 shares issued and outstanding as of December 31, 2005 and

December 31, 2004 . . .. ...
Additional paid-in capital
Retained €arnings ... .. ... e
Deferred compensation. . ... ... ...t
Accumulated other comprehensive earnings . . ... ... ... ..o
Common stock held in treasury, at cost, 606,300 shares and zero shares held at

December 31, 2005 and December 31, 2004, respectively

Total stockholders’ equity

Total liabilities and stockholders’ equity

December 31,
2005

lDecember 31,
2004

$ 30,668,417

$ 24,908,585

8,166,285 ' 9,735,708
117,871,669 98,067,099
7,140,087 6,996,120
203,644 207,288
662,615 3,562,407
13,314,992 6,788,903
178,027,709 150,266,110
— 200,000
73,265,112 . 63,906,271
278,900,299 . 292,672,986
32,300,608 38,421,973
10,043,368 12,719,770
$572,537,096

$558,187,110

$ 11,670,062

$ 15,203,741

25,121,943 15,589,798
2,000,000 - 10,266,357
67,609,238 39,851,428
17,000,000 5,000,000
3,032,818 3,257,288

— ' 10,000,000

126,434,061 |, 99,168,612
3,721,705 . 10,817,673
11,159,298 | 16,165,895
4,439,794 | 5,510,022

— 110,000,000
143,750,000 , 143,750,000
750,639 1 359,581
18,493 15,054

242,353,059 ' 123,005,497
48,660,835 43,882,030
(531,408) (83,467)
4,224,147 5,596,213
(12,443,527) | —
282,281,599 ' 172,415,327

$572,537,096

$558,187,110

The accompanying notes are an integral part of these financial statements.
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SFBC INTERNATIONAL, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF EARNINGS
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

Twelve Months Ended December 31,

2005 2004 2003
Net revenue
Directrevenue . . .......... it $334,750,558  $148,919,373  $ 93,784,195
Reimbursed out-of-pockets. .. ..................... 94,842,390 10,665,311 10,068,341
Total net revenue . .................. PP 429,592,948 159,584,684 103,852,536
Costs and expenses
Direct COStS . . .o vt e e 191,138,865 75,792,683 49,240,713
Reimbursable out-of-pocket expenses . ... ............ 94,842,390 10,665,311 10,068,341
Selling, general and administrative expenses . . . .. ...... 102,342,836 45,598,163 29,964,627
Impairment of goodwill .. ......... ... ... ... ... ... 20,315,300 — —
Total costs and expenses. .. . .............. ... 408,639,391 132,056,157 89,273,681
Earnings from operations ... .................... 20,953,557 27,528,527 14,578,855
Other income (expense)
Interest income . ... .. i e 890,646 1,345,872 271,935
Interestexpense . . . ... (12,016,506) (2,690,995) (427,122)
Total other income (expense) . ................... (11,125,860) (1,345,123) (155,187)
Earnings before income taxes .. .................. 9,827,697 26,183,404 14,423,668
Income tax expense . . . ... 4,496,491 6,198,571 2,841,960
Earnings before minority interest in joint venture . . ... 5,331,206 19,984,833 11,581,708
Minority interest in joint venture . .................... 552,401 325,942 —
Netearnings. . .. .. oo it i $ 4,778,805 $ 19,658,891 11,581,708
Earnings per share:
BasiC. .t e e $ 027 % 1.31 0.99
Diluted . ... ... . e $ 026 § 1.25 0.92
Shares used in computing earnings per share:
Basic....... .. 17,701,810 15,047,245 11,751,885
Diluted . ... . ... 18,356,030 15,753,815 12,534,537

The accompanying notes are an integral part of these financial statements.
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SFBC INTERNATIONAL, INC. AND SUBSIDIARIES »

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

2005 2004 | 2003
Cash flows from operating activities .
NET CAMINES © + + « v v v e e v e e e e e e e e e e e $ 4,778,805 $ 19,658,891 5 11,581,708
Adjustments to reconcile net earnings to net cash provided by operating activities: '
Depreciation and amortization . . . . . .. . ... L 16,837,766 6,914,305 4,753,608
Amortization of deferred debt issuance costs . . . .. . ... . L e 5,066,597 501,152 —
Impairment of goodwill . . . . . .. . 20,315,300 — —
Gain on disposal of property and equipment . . ... ... ...... .. .. .. .. 0. o 140,959 39,116 —
MInority INIEIESt . . . . . . . o e e e 552,401 325,942 —
Provision for bad debt . . . . . . .. e e e 569,385 417,151 77,771
Noncash compensation — reduction of note receivable . . . .. ........... ... ...... 200,000 200,000 200,000
Stock based compensation . . . .. ... .. 460,999 168,449 26,400
Tax benefit resulting from exercise of stock options . . . . .. ... .. ... ... .. ... 4,612,417 1,120,232 1,620,740
Changes in assets and liabilities !
Accounts receivable . . . .. L e e (20,373,955) (18,945,493) (7,695,451)
Income tax receivable. . . . . . . L e e e (143,967) 1,392,796 (1,056,683)
Prepaid expenses and other CUITENt asselS. . . . . . . ..ot i vt i ettt e (6,526,089) (261,406) 312,018
Other @SSEIS . . . o o v ittt et e e e e (1,098,323) 319,887 188,693
Accounts payable . . . ... ... e (3,533,679) 2,913,013 (2,380,710)
Accrued labilities . . . . . . L. 9,007,493 2,775,384 1,872,245
CHent advances . . .. .. i i e e e 20,661,842 (1,007,661) (113,305)
Income taxes pavable . . . . .. . . e e — 520,813 684
Deferred iNCOME tAXES . . . . . v v o v e et e e e e e e (2,094,839) 67,002 381,620
Total AdJUSHITIENES . « « « o v v et e e et e e e e e e 44,654,307 (2,539,318) (1,812,370)
Net cash provided by operating activities . ... ....... .. ... ... ... .. .. ... .. 49,433,112 17,119,573 9,769,338

Cash flows from investing activities

Cash consideration for acquisitions, net of cash acquired . . ... ... ... ... . ... ... ... .. (250,122,157) (9,289,185)

Additional purchase price consideration from prior acquisitions . . . . .. .... ... .. .. ... .. (9,912,838) (3,444,677) —
Purchase of property and equipment . . . . ... .. ... .. L e (20,411,351) (21,903,457) (5,378,337)
Proceeds from the disposal of property and equipment. . . . .. ... ... ... .. .. .. 129,885 106,552 —
Net change in long term investments and marketable securities . .. ... ................ 1,569,423 (5,821,441) (1,498,024)
Change in loans extended to stockholders . . .. .. ... .. L L L (16,356) 3,582 132,530
Net cash used in investing activities . .. .. ... ... . . ... ... . e (28,641,237)  (281,181,638)  (16,033,016)

Cash flows from financing activities ;
Borrowings on lines of credit . . . . . .. ... L 66,000,000 15,000,000 10,300,000
Payments on lines of credit . . . . . .. . L (54,000,000) (10,000,000)  (10,300,000)
Principal additions to long termdebt . . ... ... L L — 9,000,000 —
Principal payments onlong termdebt . . ... . ... L. L (120,000,000) (9,000,000) —
Change in capital lease obligations and notes payable . . . .. ... . ...... ... ... ....... (3,415,937 (2,019,880) (138,743)
Proceeds from the issuance of long termdebt . . . .. ... ... ... .. ... L L — 120,000,000 —
Proceeds from the issuance of convertible senior notes . . . . . .. . ... e — 143,750,000 —
Debt issue costs attributable to financing instruments . . . .. ... ... .. .. L. (1,291,872) (11,226,762) —_
Dividend payment made to non-controlling interest. . . . .. .. .. .. ... .. L L (50,842) — —
Purchase of treasury Stock . . . .. . .. L e e (12,443,527) — —
Purchase of common stock, retired . . . . . . . . . L e e e — (24,952,600) —
Proceeds from stock issued under employee stock purchase and option plans . . . .. .. ... . ... 2,866,292 1,558,826 2,221,544
Net proceeds from secondary public stock offering . . . . .. ... ... ... .. .. . .. 108,049,969 L 53,842,839
Net cash (used in) provided by financing activities . . ... .......... .. ......... (14,325,917) 232,109,584 55,925,640
Net effect of exchange rate changesoncash . .. .. ... ... ... .. . ... . .. ... . .. .. ... (706,126) 840,614 (3,006)
Net increase (decrease) in cash and cash equivalents . . ... .. ... ... ... ... ... ... ..... 5,759,832 (31,111,867) 49,658,956
Cash and cash equivalents at beginning of period . . .. .. .. ... ... .. o oL 24,908,585 56,020,452 6,361,496
Cash and cash equivalents atend of period . . . ... ... . ... ... L oo $ 30668417 $ 24908585 $ 56020452

Supplemental disclosures:

Interest paid. . . . . . . . $ 10,791,781 $§ 1213063 $ 427,122
Income taxes paid . . . .. . L e $ 4743267 $ 2,780,767 $ 2,348,672
Supplemental disclosures of non-cash investing and finance activities: ’
Fair value of net assets (liabilities) assumed in connection with acquisition of businesses . ... .. $ — $ 10,331,630 § 4,394,987
Additional purchase consideration related to the acquisition of a business . . ... ........... $ 2000000 $ 15605255 $ 1,704,378
Common stock issued in connection with acquisition of business or additional consideration . . . . $ 2,000,000 $ 19,905,135 % 9,526,592
Professional fees accrued in connection with acquisition of business . . .. ....... ... ... .. 3 — 165,534 & —
Change in the valuation of identifiable intangible assets related to the acquisition of a business. . . $ 2,142,000 § — § —
Restricted stock and restricted stock units issued as compensation. . . ... ... ... ... . ... 3 460,999 % 168,449 § 26,400
Restricted stock units issued as long term incentive compensation to executives . . . .. ... .... $ 1677061 $ — & —_
Common stock forfeited in lieu of cash payment related to option exercises . . ... ......... $ 645,000 $ 2,269,125 § —
Forfeiture of common stock issued as deferred compensation . ... ................... $ 768,121  $ 480,464 $ —
Note receivable relieved in lieu of bonus payment . . ... ... ... .. ... ... ... ... .. $ 200,000 3 200,000 $ 200,000
Capital lease obligations . . . . .. .. ... .. e $§ 2,001,104 $ 4393230 $ 823,896

The accompanying notes are an integral part of these financial statements.
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SFBC INTERNATIONAL, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CHANGES IN STOCKHOLDERS’ EQUITY
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004 AND 2003

Add Accgn}]ulated
itional Retained ther
Commion Stock Paid-In Earnings Deferred Comprehensive Common Stock
Shares Par Value Capital (Deficit) Compensation Earnings Held in Treasury Total

Balances — December 31, 2002 .. . . .. 11,113,023 $11,113 § 58,064,298 $12,641,431 $ — § 18332 $ (2,176,484) $ 68,558,690
Comprehensive earnings:

Netearnings. . . ... ........... —_ — — 11,581,708 — — — 11,581,708

Foreign currency translation . . . . . .. — — — — — 2,564,759 — 2,564,759

Total comprehensive earnings . . . . . . 14,146,467
Issuance of common stock in connection

with exercise of stock options and

WaITants . . . .. ... 436,433 436 2,221,108 — — — — 2,221,544
Proceeds from issuance of common stock

in connection with public offering. . . . 3,000,000 3,000 55,457,000 — — — — 55,460,000
Costs related to public offering . . . . . . . — —_— (1,617,161) — — — — (1,617,161)
Issuance of common stock in connection

with Danapharm acquisition . . .. . .. 40,719 41 479,021 — — — — 479,062
Issuance of common stock in connection

with CPA acquisition . . .. ... ... 664,608 665 9,046,865 — — — — 9,047,530
Issuance of common stock as deferred

compensation . . ... ... ... .. ... 37.500 37 758,743 — (732,380 — — 26,400
Retirement of common stock held in

treasury . . ... . ....... ... ... (306,450) 306y  (2,176.178) — — — 2,176,484 —
Tax benefit resulting from the exercise of

stock options . ... ... ... ... — — 1,620,740 — — — — 1,620,740
Balances — December 31, 2003 . . . . .. 14,985,833 $14,986 $123,854436 $24,223,139 § (732,380) $ 2,583,091 —  $149,943,272
Comprehensive earnings:

Netearnings. . .. ... .......... — — — 19,658,891 — — — 19,658 891

Foreign currency translation . . .. ... — — — — — 3,013,122 — 3.013,122

Total comprehensive earnings . . . . . . 22,672,013
Issuance of common stock in connection

with exercise of stock options and

Wartants . . . ... .. ... ... 447,135 447 1,558,379 — — — — 1,558,826
Issuance of common stock as additional

purchase consideration for CPA

€AMMOUL. . . .. .. .. 75,354 75 1,999,925 — — — — 2,000,000
Issuance of common stock in connection

with Taylor Technology acquisition . . . 133,585 134 3,820,683 — — — — 3,820,817
Issuance of common stock in connection

with PharmaNet acquisition . . .. ... 258,971 259 10,075,227 — — — — 10,075,486
Stock options granted in connection with

PharmaNet acquisition. . . . . ... .. — — 6,008,832 —_ — — — 6,008,832
Amortization of common stock issued as

deferred compensation. . . .. ... ... — —_ — — 168,449 — — 168,449
Forfeiture of common stock issued as

deferred compensation. . . ... ... .. (27,000) (04)] (480,437) —_ 480,464 —_ — —
Repurchase and retirement of common

stock . ... L (820,000) (820) (24,951,780) — — — — (24,952,600)
Tax benefit resulting from the exercise of

stockoptions . .. .. ... .. ... ... — — 1,120,232 — — — — 1,120,232
Balances — December 31, 2004 .. .. . . 15,053,888 $15,054 $123,005,497 $43,882,030 $ (83,467) §$ 5,596,213 — 8172415327
Comprehensive earnings:

Net earnings. . . . .. ........... — — — 4,778,805 — — — 4,778,805

Foreign currency translation . . . . . . . — — — — —_ (1,372,066) — (1,372,066

Total comprehensive earnings . . . . . . 3,406,739
Issuance of common stock in connection

with exercise of stock options and

WaTants . ... 232,408 232 1,212,674 — — — — 1,212,906
Issuance of common stock in connection

with Employee Stock Purchase Plan . . 55,039 55 1,653,333 — — — — 1,653,388
Proceeds from issuance of common stock

in connection with public offering. . . . 3,078,000 3,078 110,210,702 — — — — 110,213,780
Costs related to public offering . . .. . . . — — (2,163,811) — — — - (2,163,811)
Stock options granted in connection with

PharmaNet acquisition. . . . . ... ... - — 913,382 — — — — 913,382
Issuance of common stock as additional

purchase consideration for CPA

€AMOUL. . . . . v 53,740 54 1,999,946 — — — — 2,000,000
Issuance of common stock as deferred

compensation . . . ... ... ..., ... 52,115 52 1,677,008 — (1,677,060} — — —
Amortization of common stock issued as

deferred compensation. . . ... ... .. — — — — 460,998 — — 460,998
Forfeiture of common stock issued as

deferred compensation. . . ... .. .., (31,826) (32) (768,089) — 768,121 — — —
Repurchase of common stock . . . .. ... — — — — — — (12,443,527)  (12,443,527)
Tax benefit resulting from exercise of

stock options . . .. ... .. ... ..., - — 4.612,417 — — — 4,612,417

Balances — December 31, 2005 . . . . .. 18,493,364 318,493

$242,353,059 $48,660,835

$ (531,408) §4,224,147 . $(12,443,527)

$282,281,599

The accompanying notes are

an integral part of these financial statements.
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SFBC INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

I
\
b
|
NOTE A — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES “

SFBC International, Inc. (the “Company” or “SFBC”) is a leading drug development serviees{com.pany,
providing a broad range of both early and late stage clinical drug development services to branded
pharmaceutical, biotechnology, generic drug and medical device companies around the world. SFBC conducts
early stage clinical trials in North America, manages late stage clinical trials globally, operates bioanalytical
and clinical laboratories and offers a range of complementary services, including data management and
biostatistics, medical and scientific affairs, regulatory affairs and submissions, and clinical information
technology services. The Company has 36 offices and facilities located in North America, Europe South
America, India, and Australia.

In May 2004, SFBC effected a three-for-two stock split in the form of a 50% stock dividend.; All share
amounts and per share amounts have been retroactively adjusted to give effect to the split. |

A summary of the Company’s significant accounting policies consistently applied in the preparation of
the accompanying consolidated financial statements follows.

The preparation of the Company’s financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities at the date of the financial statements and revenues and expenses
during the period. Future events and their effects cannot be determined with absolute certainty; therefore the
determination of estimates requires the exercise of judgment. Actual results inevitably will differ from those
estimates, and such differences may be material to our financial statements. Management continually evaluates
its estimates and assumptions, which are based on historical experience and other factors that are beheved to

be reasonable under the circumstances. ’

Management believes that the following may involve a higher degree of judgment or complexity.

Revenue and Cost Recognition

Revenue from contracts is generally recognized as services are performed on the percentage-of-comple-
tion method of accounting with performance generally assessed using output measures, such as units-of-work
performed to date as compared to the total units-of-work contracted as adjusted for actual proportlona]
performance. Contracts may contain provisions for renegotiation in the event of cost overruns due to changes
in the level of work scope. Renegotiated amounts are included in revenue when the work is performed and
realization is assured. Provisions for losses to be incurred on contracts are recognized in full in tHe period in
which it is determined that a loss will result from performance of the contractual arrangement. Due to the
inherent uncertainties in estimating performance, it is at least reasonably possible that the estimates used will
change in the near term and the change in revenue could be material. |

Prior to 2005, SEBC reported net revenue for our late stage contracts without providing a separate line
item for reimbursed out-of-pockets which consist of travel expenses and other costs. Addltlonally, the
Company has not reported reimbursable out-of-pocket expenses (which are a direct dollar for dollar offset
against reimbursed out-of-pockets included in net revenue) as a separate direct cost line item because these
items were not material. Due to the acquisition of PharmaNet on December 22, 2004, these amounts became
material. SFBC now provides a separate line item for reimbursed out-of-pockets and relmbursable
out-of-pocket expenses in our Statement of Earnings. Such amounts were approximately $94.8 mllhon
$10.7 miilion, and $10.1 million in 2005, and 2004, and 2003, respectively. i

Direct costs include all direct costs related to contract performance. Costs are not deferred in anticipation
of contracts being awarded, but instead are expensed as incurred. Changes in job performance and estimated
profitability may result in revisions to costs and income and are recognized in the period in Wthh the
revisions are determined.
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SFBC INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — Continued

Included in accounts receivable are unbilled amounts, which represent revenue recognized in excess of
amounts billed. Client advance billings represent amounts billed in excess of revenue recognized.

Collectibility of Accounts Receivable

The Company’s allowance for doubtful accounts and allowance for changes in contracts are based on
management’s estimates of the creditworthiness of its clients, analysis of subsequent changes in contracts,
analysis of delinquent accounts, the payment histories of the accounts and management’s judgment with
respect to current economic conditions and, in the opinion of management, is believed to be an amount
sufficient to respond to normal business conditions. Management reviews its accounts receivable aging on a
regular basis for past due accounts. Any uncollectible amounts are written off against the allowance.

Management sets reserves for customers based upon historical collection experience, and sets specific
reserves for clients whose accounts have aged significantly beyond this historical collection experience.

Should business conditions deteriorate or any major client default on its obligations to the Company, this
allowance may need to be significantly increased, which would have a negative impact upon the Company’s
operations.

The allowance for changes in contracts is an estimate established through reductions to net revenue while
the allowance for doubtful accounts is an estimate established through charges to selling, general and
administrative expenses.

Income Taxes

Significant management judgment is required in developing the Company’s provision for income taxes,
including the determination of foreign tax liabilities, deferred tax assets and liabilities and any valuation
allowances that might be required against the deferred tax assets. The Company evaluates quarterly its ability
to realize its deferred tax assets and adjusts the amount of its valuation allowance, if necessary. The Company
operates within multiple taxing jurisdictions, and is subject to audit in those jurisdictions. Because of the
complex issues involved, any claims can require an extended period to resolve. In management’s opinion,
adequate provisions for income taxes have been made.

The Company accounts for income taxes under the liability method according to Statement of Financial
Accounting Standards No. 109. Deferred tax assets and liabilities are recognized for future tax consequences
attributable to differences between the financial statements carrying amounts of existing assets and liabilities
and their respective tax bases. Deferred tax assets and liabilities are measured using enacted tax rates expected
to apply to taxable income in the years in which those temporary differences are expected to be recovered or
settled. The Company provides a valuation allowance against its deferred tax assets when it believes that it is
more likely than not that the asset will not be realized.

With regard to earnings from foreign operations, SFBC’s policy is to generally retain such earnings in the
country in which they were generated. This permits SFBC to reduce the material United States income tax
liabilities which would generally arise upon repatriation of these earnings. No provision has been made for
U.S. taxes on the undistributed earnings of the Company’s foreign subsidiaries of approximately $48.9 and
$22.4 million as of December 31, 2005 and 2004, respectively, as it is anticipated that such earnings will be
permanently reinvested in their respective operations or in other foreign operations. There were $24.6 million,
$12.2 million, and $11.0 million in foreign net earnings in 2005, 2004, and 2003, respectively.

Impairment of Assets

The Company reviews long-lived assets and certain identifiable intangibles held and used for possible
impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may
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SFBC INTERNATIONAL, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — Continued
|
not be recoverable. In evaluating the fair value and future benefits of its long-lived assets, management
performs an analysis of the anticipated undiscounted future net cash flows of the individual assets over the
remaining depreciation or amortization period. The Company recognizes an impairment loss if the carrying
value of the asset exceeds the expected future cash flows. ‘

Each year, the Company performs a transitional test for impairment of goodwill and other indefinite-lived
intangible assets. This test is performed by comparing, at the reporting unit level, the carrying value of
goodwill to its fair value. The Company assesses fair value based upon its best estimate of the present value of
future cash flows that it expects to generate by the reporting unit. The Company’s annual fair value assessment
is performed each December 31 on subsidiaries with material goodwill on their respective balance 'sheets.
However, changes in expectations as to the present value of the reporting unit’s future cash flows might impact
subsequent years’ assessments of impairment. >

Goodwill ;

On an annual basis, management assesses the composition of our assets and liabilities, as well as the
events that have occurred and the circumstances that have changed since the most recent fair value
determination. If events occur or circumstances change that would more likely than not reduce the fair value
of goodwill below its carrying amount, goodwill will be tested for impairment. The Company will recognize
an impairment charge if the carrying value of the asset exceeds the fair value determination. As described
elsewhere in this Report, the Company recognized an impairment charge of $20.3 million relating jto its Miami
operations resulting from the write-down of the goodwill related to its acquisition of Clinical Pharmacology
Associates in 2003. ‘

Stock Based Compensation

SFBC has granted stock options to our employees at exercise prices equal to or greater than the fair value
of the shares at the date of grant and accounted for these stock option grants in accordance with APB Opinion
No. 25, “Accounting for Stock Issued to Employees” (“APB 25”). Under APB 25, when stock options are
issued with an exercise price equal to the market price of the underlying stock on the date of grant, no
compensation expense is recognized in the statement of operations. Because the Company recognized that
APB 25 was in the process of being rescinded, in 2004 it amended its stock option plan to provide for the
granting of restricted stock and other forms of equity compensation in addition to stock options. In December
2004, APB was superseded by Financial Accounting Standards Board Statement No. 123 (Revised), “Share
Based Payment” (“Statement 123(R)”), which will be effective for all annual accounting periods beginning
after July 15, 2005. SFBC adopted Statement 123(R) effective as of January 1, 2006, and will be required to
recognize an expense for the fair value of our outstanding stock options. Under Statement 123(R); the
Company must determine the transition method to be used at the date of adoption, the appropriate fair value
model to be used for valuing share-based payments and the amortization method for compensation cost. The
Company adopted the prospective method. The prospective option requires that compensation expense be
recorded for all unvested stock options and restricted stock at the beginning of the first quarter of adoption of
Statement 123(R). The transition method requires management to make accounting estimates.

OTHER ACCOUNTING POLICIES

Principles of Consolidation

The consolidated financial statements include the accounts of the Company, its wholly-owned subsidiaries
and the 49%-owned Spanish joint venture which the Company controls. PharmaNet’s earnings fro:m operations
during the period from December 22, 2004 to December 31, 2004 were considered immaterial and have been
excluded from SFBC’s consolidated results for the year ended December 31, 2004. The consolidated balance
sheets at December 31, 2005 and 2004 and statements of earnings for the year ended December 31, 2005
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SFBC INTERNATIONAL, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — Continued

include the accounts of PharmaNet. All significant intercompany balances and transactions have been
eliminated in consolidation.

Cash and Cash Equivalents

The Company considers all highly liquid investments with a purchased maturity of three months or less
to be cash equivalents, including money market funds. Cash balances at December 31, 2005 and 2004 include
$13,365,923 and $7,191,961, respectively, held in foreign banks by the Company’s foreign subsidiaries.

Investment in Marketable Securities

The Company classifies its investments in debt securities as available-for-sale in accordance with
SFAS 115, “Accounting for Certain Investments in Debt and Equity Securities.” Investments classified as
available-for-sale are carried at fair value based on quoted market prices. The estimated fair value of securities
for which there are no quoted market prices is based on similar types of securities that are traded in the
market. The unrealized holding gain (loss) on available-for-sale securities is reported as a component of
accumulated other comprehensive earnings, net of applicable deferred income taxes. As of December 31, 2005
and 2004, the unrealized gain/loss on investments in marketable securities were insignificant. As of
December 31, 2005 and 2004, the Company had approximately $8.2 million and $9.7 million, respectively, in
investments in marketable securities.

Cost is determined on an average cost per unit basis for determining realized gains and losses. In 2005,
2004, and 2003, the realized gains/losses were insignificant.

The Company continually reviews its investments to determine whether a decline in fair value below the
cost basis is other than temporary. If the decline in fair value is judged to be other than temporary, the cost
basis of the security is written down to fair value and the amount of the write-down is included in the
consolidated statement of earnings. There were no such write-downs in 2005, 2004, or 2003.

Property and Equipment

Property and equipment is recorded at cost. Expenditures for major improvements and additions are
charged to the asset accounts while replacements, maintenance and repairs which do not improve or extend the
lives of the respective assets are charged to expense as incurred. Depreciation is computed using the straight-
line method based upon the estimated useful lives of the assets. The range of useful lives is as follows:

Buildings . . ... 40 years

Furniture and fixtures . . . ....... ... . 7 years

Machinery, equipment and software. . . ......... .. .. ... . .... 3-7 years

Transportation . . ... .......oovieeuneaanaee 5 years

Leasehold improvements. .. ........... ... ... ... Shorter of remaining life of asset

or remaining term of the lease

Goodwill and Intangible Assets

Under Statement of Financial Accounting Standards No. 142 the Company is required to perform an
annual impairment test of our goodwill and indefinite-lived intangibles. On an annual basis, management
assesses the composition of our assets and liabilities, as well as the events that have occurred and the
circumstances that have changed since the most recent fair value determination. If events occur or
circumstances change that would more likely than not reduce the fair value of goodwill and indefinite-lived
intangibles below their carrying amounts, they will be tested for impairment. The Company will recognize an
impairment charge if the carrying value of the asset exceeds the fair value determination. The impairment test
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|
that the Company has selected historically consisted of a ten year discounted cash flow analysis including the
determination of a terminal value, and requires management to make various assumptions and estimates
including revenue growth, future profitability, peer group comparisons, and a discount rate which management
believes are reasonable. |

The impairment test involves a two-step approach. Under the first step, the Company determines the fair
value of each reporting subsidiary to which goodwill has been assigned. The Company then compares the fair
value of each reporting subsidiary to its carrying value, including goodwill. The Company estimates the fair
value of each reporting subsidiary by estimating the present value of the reporting subsidiaries futyire cash
flows. If the fair value exceeds the carrying value, no impairment loss is recognized. If the carrying value
exceeds the fair value, the goodwill of the reporting unit is considered potentially impaired and the second
step is completed in order to measure the impairment loss. ‘

Under the second step, the Company calculates the implied fair value of goodwill by deductiﬁg the fair
value of all tangible and intangible net assets, including any unrecognized intangible assets, of the'reporting
unit from the fair value of the reporting unit, as determined in the first step. The Company then compares the
implied fair value of goodwill to the carrying value of goodwill. If the implied fair value of goodwill is less
than the carrying value of goodwill, the Company recognizes an impairment loss equal to the diﬂ?rence.

The Company has completed annual tests on December 31, 2005, 2004 and 2003. These tests indicated
that the fair value of the goodwill and other indefinite-lived intangible assets are equivalent to or greater than
the recorded value as of December 31, 2004 and 2003, respectively; therefore, no adjustment has been made
to the carrying value of the goodwill in the Company’s financial statements. As of December 31, 2005, the
Company determined, in conjunction with its annual testing for impairment of goodwill, that the carrying
value of the goodwill on its Miami subsidiary which resulted from the August 2003 acquisition of Clinical
Pharmacology Associates (which has been merged into Miami operations) was impaired, due to a ;material
decline in the Miami subsidiary’s revenue and profitability. To assist in the process of determining the
goodwill impairment, the Company obtained an appraisal from a nationally known independent third party
valuation firm. As a result of this process, the Company calculated and recorded a non-cash good(‘vill
impairment charge of approximately $20.3 million. This impairment charge reduced the carrying value of the
remaining goodwill associated with the Clinical Pharmacology Associates acquisition to approximately
$3.5 million *

As of December 31, 2005, the Company had total net consolidated goodwill of $278,900,299, which
includes $14,251,041 of goodwill related to the acquisition of Taylor Technology, Inc. on July 23, 2004 and
$228,095,896 of goodwill related to the PharmaNet acquisition on December 22, 2004. The remaining
goodwill is primarily related to acquisitions of Anapharm and NDS in 2002 which were $16,714,624 and
$12,377,608, respectively, as of December 31, 2005. |

!
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — Continued
In connection with adopting SFAS 142, the Company also reassessed the useful lives and the classifica-

tions of its identifiable intangible assets and determined that they continue to be appropriate. The carrying
amount of goodwill is as follows:

Goodwill, net at December 31, 2003. . . .. .. o $ 47,789,383
Addition resulting from acquisitions . . ......... .. . L 236,058,857
Eamout relating to Clinical Pharmacology acquisition. . . ........... ... ... .... 8,000,000
Earnout relating to New Drug Services acquisition .. ........................ 486,657
Other adjustments . . ... .. e 338,089
Goodwill, net at December 31, 2004. . . ... ... e $292,672,986
Revaluation of separately identifiable intangible assets related to PharmaNet

ACQUISILION . . . o vt et 2,142,000
Earnout relating to New Drug Services acquisition . ......................... 2,000,000
Other adjustments . . .. ... ...ttt e e e 2,400,613
Goodwill Impairment . . ... ... ... e e (20,315,300)
Goodwill, net at December 31, 2005. . . ... ... $278,900,299

The components of the Company’s intangible assets are approximately as follows:

December 31, 2005 December 31, 2004
Weighted Average Gross Gross
Amortization Period Carrying Accumulated Carrying Accumutated
(Years) Amount Amortization Amount Amortization
Intangible assets subject to

amortization
Internally-developed

software ............... 5.0 $ 454,000 $ (131,000) $ 454,000 $ (40,000)
Subject Database. . ......... 4.0 900,000 (844,000) 900,000 (619,000)
Employment and non-compete

agreements . ............ 3.4 1,426,000 (1,152,000) 1,408,000 (468,000)
Methodologies . ........... 4.1 2,568,000 (1,946,000 2,568,000  (1,410,000)
Technology............... 5.0 3,859,000 (791,000) 6,981,000 (41,000)
Contracts and customer

relationships . ........... 6.5 12,450,000  (2,542,000) 13,529,000 (848,000)

Subtotal ............... 21,657,000  (7,406,000) 25,840,000 (3,426,000)

Intangible assets not subject to

amortization
Tradenames.............. — 18,050,000 — 16,008,000 —

Total.................. $39,707,000 $(7,406,000) $41,848,000 $(3,426,000)

Amortization expense for intangible assets during the years ended December 31, 2005, 2004, and 2003
was approximately $3,980,000, $1,431,000, and $1,157,000, respectively. The following table provides
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|
information regarding estimated amortization expense for intangible assets subject to amortization for each of
the following years ending December 31:

2006 . . $ 3,030,000

2007 © o e 2,802,000
D008 . oot e 2,782,000
2009 . e 2,622,000
20010 . o oot 1,603,000
Thereafter . . . .. 1,4‘112,(@

$14,251,000

Concentration of Credit Risk

Financial instruments that potentially subject the Company to credit risk consist principally of cash and
cash equivalents, marketable securities and trade receivables. The Company, from time to time, maintains cash
balances with financial institutions in amounts that exceed federally insured limits. As of December 31, 2005,
the Company had $4,389,863 deposited with Wachovia Bank National Association and $12,551,124 deposited
with Bank of America Corporation, two of the largest national banks in the United States. The Co_inpany’s
marketable securities represent high quality debt obligations. The Company performs services and lextends
credit based on an evaluation of the clients’ financial condition without requiring collateral. Exposure to losses
on receivables is expected to vary by client due to the financial condition of each client. The Company
monitors exposure to credit losses and maintains allowances for anticipated losses considered necessary under
the circumstances.

t

Fair Value of Financial Instruments '

Financial instruments consist primarily of cash and cash equivalents, marketable securities, accounts
receivable, notes receivable, accounts payable, and notes payable. At December 31, 2005 and 2004:1, the fair
value of these instruments approximates the carrying amount of these items due to the short-term maturities of
these instruments. The fair value of the line of credit and notes payable approximates their ca.rryinjg value as
the interest rate approximates market rates. The fair value of the convertible notes at December 31;, 2005 and
2004 was approximately 76% and 122%, respectively, of par value based on the current market trading price.

1
Net Earnings Per Share ‘

The Company applies Statement of Financial Accounting Standards No. 128, “Earnings Per Share” which
requires dual presentation of net earnings per share, basic and diluted. Basic earnings per share are computed
using the weighted average number of common shares outstanding during the period. Diluted earnings per
share is computed by increasing the denominator to include the number of additional common shares that
would have been outstanding if the dilutive potential common shares had been issued. Included in diluted
shares are common stock equivalents relating to stock options and restricted stock units with a dil‘ptive effect
of 654,220, 706,570, and 782,652 shares of common stock for the years ended December 2005, 2004, and
2003, respectively.

|
Common stock equivalents representing stock options to purchase 908,245, 1,007,447, and 82,500 shares

of the Company’s common stock outstanding as of December 31, 2005, 2004, and 2003, respectivﬁely, were not
included in the computation of diluted earnings per share because the options’ exercise prices were greater
than the annual average market price of the Company’s common stock during the year and thus their inclusion
would be anti-dilutive. ;’
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In August and September 2004, the Company sold $143.75 million of our 2.25% convertible senior notes
due 2024. If the average stock price of our common stock during a reporting period is greater than $41.08,
then shares reserved for issuance on possible conversion of our outstanding convertible senior notes will be
included in calculating diluted shares outstanding in an amount equal to the difference between the
“conversion amount” and the outstanding principal amount divided by $41.08. The conversion amount is, for
this purpose, the outstanding principal amount divided by $41.08 multiplied by the average stock price during
the period. For the years ended December 31, 2005 and 2004, there were “zero” shares included in diluted
shares outstanding attributable to the convertible senior notes since the average share price for each period was
less than $41.08.

Simultaneously with the offering of our 2.25% convertible senior notes, the Company repurchased and
retired 820,000 shares of our common stock at $30.43 per share.

In November 2005, SFBC announced that its Board of Directors had approved the repurchase of common
stock totaling up to $30.0 million. A total of 606,300 shares were purchased in November and December 2005
at an average price of $20.49.

Stock Compensation

The Company accounts for stock options issued to non-employees, under Statement of Financial
Accounting Standards No. 123, “Accounting for Stock-Based Compensation” (“SFAS 123”). The Company’s
issuance of employee stock options is accounted for using the intrinsic value method under APB Opinion
No. 25, “Accounting for Stock Issued to Employees” (“APB 25”). SFAS 123, as amended by Statement of
Financial Accounting Standards No. 148 “Accounting for Stock-Based Compensation — Transition and
Disclosure,” requires the Company to provide pro forma information regarding net earnings and earnings per
common share as if compensation cost for the Company’s stock options was determined in accordance with
the fair value based method prescribed in SFAS 123. The fair value of the options granted in 2005, 2004, and
2003 were estimated by using the Black-Scholes pricing model with the following assumptions: (i) expected
life of the options of three years for 2005, 2004, and 2003, (ii) expected volatility in the market price of the
Company’s common stock of 60% for 2005 and 2004 and 75% for 2003, (iii) no expected dividends, and (iv) a
risk free interest rate of 4% in 2005 and 3% in 2004 and 2003.

Historically, SFBC has granted stock options to its employees at exercise prices equal to or greater than
the fair value of the shares at the date of grant and accounted for these stock option grants in accordance with
APB 25. Under APB 25, when stock options are issued with an exercise price equal to or greater than the
market price of the underlying stock on the date of grant, no compensation expense is recognized in the
statement of earnings. Because SFBC recognized that APB 25 was in the process of being rescinded, it
amended its stock option plan to provide for the grants of restricted stock and other forms of equity
compensation in addition to stock options (collectively, “Stock Rights™) in 2004.

In December 2004, APB 25 was replaced by Statement of Financial Accounting Standards No. 123
(Revised) (“Statement 123(R)”) which is effective for all annual accounting periods beginning after July 15,
2005. SFBC adopted Statement 123(R) effective as of January 1, 2006, and will be required to recognize an
expense for the fair value of our outstanding stock options. Under Statement 123(R), the Company must
determine the transition method to be used at the date of adoption, the appropriate fair value model to be used
for valuing share-based payments and the amortization method for compensation cost. The Company adopted
the prospective method. The prospective option requires that compensation expense be recorded for all
unvested stock options and restricted stock at the beginning of the first quarter of adoption of Statement
123(R). The transition method requires management to make accounting estimates. For a discussion of
Statement 123(R), see “New Accounting Pronouncements.”
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The Company’s net earnings would have been changed to the pro forma amounts indicated bc%low had

compensation cost for the stock options issued to employees been determined based on SFAS 123

The following pro forma disclosures may not be representative of the effects on reported net Eamings for
future years due to the acceleration of options in 2005, as options vest over several years and the Company
may continue to grant options to employees.

2005 2004 2003
Net Earnings (Loss): .
Asreported . ... ... e $4,778,805 $19,658,891 $11,:581,708
Proforma .......... ... ... .. .. . . . ... . ... (3,061,884) 15,677,247 9,786,584
Basic earnings (loss) per share:
ASTEPOTted . . ... $ 027 $ 131§ - 099
Proforma ............. .. ... .. ... ... .. 0.17) 1.04 . 083
Diluted earnings (loss) per share: ‘
Asteported . . .. ... $ 026 $ 125 % | 0.92
Proforma .......... ... . ... ... ... . .. ... ... 0.17) 1.00 v 0.78

The weighted-average fair value of options granted during 2005, 2004, and 2003 was $9.50, $14.33, and
$7.09 per option, respectively. There was no employee stock based compensation in 2005, 2004, or 2003
relating to options issued in those periods. .

)

Generally, options granted by the Company vest over a three year period. Historically, these options
expired in 10 years or three months after separation of service, whichever occurs earlier. Beginning in 2004,
the Company began shortening the term of its options to five years and, in some cases, shortening the vesting
period in anticipation of the effect of Statement 123(R). In August 2005, the Company accelerated the vesting
of 462,059 options granted to 15 key PharmaNet employees. Notwithstanding this, these employeés may not
sell the underlying common stock prior to the original vesting dates, except to the extent necessary to pay the
exercise price. The Company believed that because the options which were accelerated had exerci;se prices in
excess of the current market value of our common stock, the options had limited economic value and were not
fully achieving their original objective of incentive compensation and employee retention and the acceleration
may have a positive effect on employee morale. The acceleration was also to enable the Company to avoid
recognizing compensation expense associated with these options in future periods in our consolidated
statements of earnings upon adoption of Statement 123(R) on January 1, 2006. The acceleration of the vesting
of these options did not result in a charge based on accounting principles generally accepted in the
United States.

In conjunction with the acquisition of PharmaNet, SFBC issued a total of approximately 465, OOO options
to 12 key PharmalNet executives in connection with their employment agreements. Of these opnons 330,000
exercisable at $44.39 were cancelled in March 2006 in conjunction with the grant of 300,000 restricted shares
of common stock or restricted stock units (at the election of the grantee) to 11 of the executives as well as
seven other executives. See Note N, Subsequent Events. |

The aggregate pre-tax expense associated with the accelerated options that would have been feﬂected in
the Company’s consolidated statement of operations in future fiscal years was approximately $4.1imillion.
This amount is reflected in the pro forma footnote disclosure above. Ultimately, once the Company begins to
implement Statement 123(R) on January 1, 2006, the accounting estimates for stock options may change.

In June 2004, the Company amended the 1999 Stock Plan (‘“Plan”) to broaden the types of aévards which
could be granted under the Plan to include grants of common stock, restricted stock units and stock
appreciation rights in addition to non-qualified and incentive stock options. :
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The Company recently began using restricted stock as the primary equity component of long-term
incentives awarded to its senior management. In 2005, the Company issued 52,115 restricted stock units to
five officers. These shares were valued at $32.18 per share for financial statement purposes and are being
amortized ratably as compensation expense in the Company’s financial statements over a three year period.

With the Severance Agreements of two officers entered into as of December 31, 2005, 31,826 restricted
stock units terminated without vesting. The number of common shares outstanding on the balance sheet
includes 20,289 shares issuable under restricted stock units. Issuance and delivery of these restricted stock
units is deferred to a later date subsequent to termination of employment. These shares are included in the
Company’s calculation of diluted earnings per share.

In the fourth quarter of 2003, the Company issued 10,500 shares of restricted common stock to an
employee and a senior vice president of the Company in connection with their employment agreements. Also,
the Company agreed to grant the officer 27,000 additional restricted shares based upon continuing employment
over a four year period. All 37,500 restricted shares were considered issued for financial statement purposes.
The stock vested over three to four years. The senior vice president resigned in January 2005 and the
27,000 shares to be issued in the future were cancelled for accounting purposes as of December 31, 2004.

As of December 31, 2005, the balance sheet includes $531,408 of deferred compensation which is
included as a component of stockholders’ equity. Stock-based employee compensation expense in 2005, 2004
and 2003 was $460,999, $168,449 and $26,400, respectively. The Company is amortizing the deferred
compensation into compensation expense on a straight-line basis over the vesting period.

In June 2004, the Company’s stockholders approved and ratified an increase of 300,000 shares of
common stock under the Plan. In June 2005, our stockholders approved and ratified another amendment to the
Plan increasing the number of Stock Rights under the Plan by 300,000 shares. As of December 31, 2005, there
were 216,064 Stock Rights available for issuance.

Segment Reporting

SFAS 131, “Disclosures about Segments of an Enterprise and Related Information,” requires that a public
business enterprise report financial and descriptive information about its reportable operating segments
including a measure of segment profit or loss, certain specific revenue and expense items, and segment assets.
Effective the year ended December 31, 2005, with a change in the Company’s chief executive officer, SFBC
has initiated reporting our results of operations in two segments — early stage clinical development and late
stage clinical development. Early stage clinical development consists of our Phase I clinical trial facilities, our
bioanalytical laboratories and our clinical laboratories. Late stage clinical development consists of PharmaNet,
which provides late Phase II through Phase IV services.

Legal Costs

Legal costs are expensed as incurred and are included in selling, general, and administrative expenses.
For the years ended December 31, 2005, 2004, and 2003, the Company expensed $1,944,894, $791,986, and
$370,830, respectively, related to legal matters.

Advertising Expenses

The Company records advertising expenses as incurred. Advertising expenses for the years ended
December 31, 2005, 2004, and 2003 amounted to $5,708,450, $3,055,052, and $2,167,825, respectively. Of
these amounts, $2,371,277, $2,054,144, and $1,759,007, respectively, of advertising expense is reflected as a
component of direct costs in the statements of earnings and the remaining amount is reflected in selling,
general, and administrative expenses in the statements of earnings.
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|
Comprehensive Earnings i
Comprehensive earnings is defined as the change in equity of a business enterprise during a périod from
transactions and other events and circumstances from non-owner sources, including foreign currenc:y transla-
tion adjustments. The Company presents accumulated other comprehensive earnings net of taxes in its
consolidated statement of changes in stockholders’ equity. Tax expenses (benefits) relating to comprehensive
earnings adjustments were ($341,300) in 2005, $1,319,924 in 2004 and $1,722,601 in 2003. There fwere no
other items in Accumulated Other Comprehensive Earnings except foreign currency adjustments. ’

Foreign Currency Translation {

v

At our foreign operations where the local currency is the functional currency, assets and liabilities are
translated into United States dollars at the exchange rate in effect at the end of the applicable reportmg period.
Revenue and expenses of our foreign operations is translated at the average exchange rate during the period.
The aggregate effect of our currency translation adjustments on our foreign operations is included in a separate
component of stockholders’ equity entitled “Accumulated Other Comprehensive Earnings.” Transaction gains
and losses are recognized currently in the Statement of Earnings. For the years ended December 31, 2005,
2004 and 2003 the Company had losses of $733,000, $1,989,000 and $1,642,000, respectively, from foreign
currency transactions which are included in selling, general and administrative expenses in the accompanying
Statement of Earnings. Due to the acquisition of PharmaNet (see Note K) which has locations worldwide, the
Company is now subject to exchange rate gains or losses for multiple currencies. |

Volume Rebates

i
The Company accrues for volume rebates offered to clients when services are performed and the
provisions are periodically adjusted to reflect actual experiences. Volume rebates are presented on :the
statement of earnings as a reduction in revenue. |

Reclassifications

Certain prior year balances have been reclassified to conform to the current year presentation, specifically,
$16,541,831 of the client advances balance has been reclassified from long-term to current as of December 31,
2004.

!
|

i
. I
New Accounting Pronouncements ,

In December 2004, the FASB issued Statement 123(R) which addresses the accounting for sh)are-based
payment transactions (for example, stock options and awards of restricted stock) in which an employer
receives employee-services in exchange for equity securities of the company or liabilities that are based on the
fair value of the company’s equity securities. This proposal eliminates use of APB Opinion No. 25
Accounting for Stock Issued to Employees, and requires such transactions to be accounted for usmg a fair
value-based method and recording compensation expense rather than optional pro forma dlsclosure The new
standard substantially amends SFAS 123, Statement 123(R) is effective for all annual reporting penods
beginning after July 15, 2005. SFBC will adopt Statement 123(R) effective on January 1, 2006 and will be
required to recognize an expense for the fair value of its unvested outstanding stock options in future financial
statements. Based upon stock options currently issued and outstanding that were unvested as of Décember 31,
2003, the expected compensation expense for 2006 will be approximately $593,000, calculated by' using the
Black-Scholes method. Under Statement 123(R), SFBC may or may not use a different method of estimating
option expenses. This $593,000 estimate may change if the Company issues additional stock optio'ns in 2006,
whether or not they are vested. This estimate does not include expenses for stock rights issued under SFBC’s
Employee Stock Purchase Plan.
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In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections,” which
changes the requirements for the accounting and reporting of a change in accounting principle. SFAS No. 154
applies to all voluntary changes in accounting principle as well as to changes required by an accounting
pronouncement that does not include specific transition provisions. SFAS No. 154 requires that changes in
accounting principle be retrospectively applied. SFAS No. 154 is effective for accounting changes and
corrections of errors made in fiscal years beginning after December 15, 2005. The Company does not expect
the adoption of this standard to have a material effect on the Company’s financial statements.

A variety of proposed or otherwise potential accounting standards are currently under study by standard-
setting organizations and various regulatory agencies. Because of the tentative and preliminary nature of these
proposed standards, management has not determined whether implementation of such proposed standards
would be material to our condensed consolidated financial statements.

Investments

On October 24, 2003, the Company entered into an agreement to establish a Spanish company that
operates a bioanalytical laboratory in Barcelona, Spain and provides services to the European market. The
Company owns 49% of the Spanish company and has an option to purchase an additional 2% of the entity. As
the Company has control over this entity, the Company has included the accounts of the entity in the
consolidated financial statements in accordance with FASB Interpretation No. 46, “Consolidation of Variable
Interest Entities” (FIN 46). The operations of this entity are not material to the Company’s operations and no
consolidated assets represent collateral for the entities obligations. The minority interest in this entity was
approximately $751,000 and $360,000 as of December 31, 2005 and 2004, respectively.

NOTE B — MAJOR CUSTOMERS
No client represented more than 10% of consolidated net revenue in 2005, 2004 and 2003 .

At December 31, 2005 and December 31, 2004, there was one customer that represented approximately
14.6% and 10.0%, respectively, of our consolidated accounts receivable balance, respectively.

NOTE C — ACCOUNTS RECEIVABLE

Accounts receivable consisted of the following at December 31, 2005 and 2004:

2005 2004
Accounts receivable —billed ... ... . ... ... L $ 67,492,398  $52,669,711
Accounts receivable —unbilled .. ............. ... ... .. ... 51,240,129 46,464,402
Less allowance for changesincontracts . ..................... (512,614) (512,614)
Less allowance for doubtful accounts .. ...................... (348,244) (554,400)

$117,871,669  $98,067,099

F-20




SFBC INTERNATIONAL, INC. AND SUBSIDIARIES |
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — Continued

|
The activity in the allowance for changes in contracts and allowance for doubtful accounts during the
years ended December 31, 2005, 2004, and 2003 was as follows: :

|
Allowance for Allowance for

Changes in Doubtful
Contracts Accounts
Balance — January 1, 2003 . . . .« oottt $154,024  $ 589,895
Acquisitions . ... ... — =
2003 ProVISION . . v oottt e 358,590 77,771
2003 reducCtions . . . ..o i e e — (205.,687)
Balance — December 31,2003 ... ...... .. ... .. . ... . 512,614 461,979
ACQUISILONS . . .\ v e e e e — 110,283
2004 ProvisiOn. . . . oo e — 417,151
2004 reductions . . . oo — (435,013)
Balance — December 31,2004 ... ... ... .. .. 512,614 554,4()0
2005 Provision. . ... .....o.ii i — 569,385
2005 reductions . . .. .. ... — (775,541)
Balance — December 31,2005 . ....... ... ... . ... .. ... ... ... $512,614 $ 348,244

Accounts receivable are billed when certain milestones defined in client contracts are achieve(ii. All
unbilled accounts receivable are expected to be billed and collected within one year. Client advance billings at
December 31, 2005 and 2004 amounted to $71,330,943 and $50,669,101, respectively.

t

'

NOTE D — RELATED PARTY TRANSACTIONS
!

In 2005, 2004 and 2003, one employee related to our former chief executive officer, one employee related
to our former president and two employees related to our then executive vice president of clinical bperations
were paid a total of $242,750, $208,855 and $54,750, respectively. These latter two employees, whose
combined annual salaries is $110,000, remain employed by SFBC. Additionally, our former vice president of
legal affairs (who was not an executive officer) controlled companies and an individual that provided services
to or received personal benefits from the Company and received $198,899, $241,549, and $289,0SC for the
years ended December 31, 2005, 2004 and 2003, respectively. All of these services were discontinued as of
December 31, 2005. ;

Related party transactions for the years ended December 31, 2005, 2004, and 2003 are as follows:
|

2005 2004 - 2003
Salaries and benefits. . . ... ... . . $326,306  $290,996 % 89,300
Contract Labor. .. ....... ... .. . . 115,343 159,408 254,500

$441,649  $450,404 $§343,800

Additionally, SFBC appointed Lewis Elias, MD to our Board of Directors in late June 2005. A law firm
in which his son is a partner represented us from early August 2004 through February 2005 in coﬁnection with
a real estate transaction and received a fee of approximately $5,400.

The Company is still investigating certain payments made to parties associated with certain former
officers of the Company to determine if they represent other related party transactions. Depending} upon the
results of this investigation, the amounts in the table above may be higher or lower. The Company does not
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believe that results of this investigation will have a material effect on the Company’s operations or that any
items uncovered will be material in amount.

Loans Receivable from Officers/Stockholders

In connection with the acquisition of KeyStone Analytical Laboratories, Inc. (“KAL”), now known as
SFBC Analytical, Inc., the Company entered into a five-year employment agreement with the former president
of KAL. The agreement provides for, among other things, a loan of $1,000,000 repayable in equal installments
of $200,000 plus interest of 4.45% per annum on each August 20 commencing in 2002, which is secured by a
portion of the common stock issued to the employee. Provided that the employee serves on a full-time basis,
as defined, the Company will annually forgive $200,000 of the outstanding principal balance and accrued
interest until the note is fully satisfied. In that regard, the Company is amortizing the note and accrued interest
receivable to salaries expense on a straight line basis over a five-year period. Since the former president of
KAL was employed on August 20, 2003, 2004 and 2005 (and continues to be employed) the $200,000
payments of the note along with the accrued interest were forgiven in August 2003, 2004 and 2005,
respectively. All of the remaining $200,000 loan balance as well as the related accrued interest is reflected as
a current asset as of December 31, 2005. Interest income related to this loan in 2005, 2004, and 2003 was
$3,643, $6,468, and $14,278, respectively.

Note Receivable from Minority Interest

In December 2005, the Company entered into a five-year promissory note with Novatia, LLC, in which
our subsidiary, Taylor Technology, owns a 25% interest. The agreement provides for a note of $215,000 with
interest rate of 6% per annum repayable in monthly payments of $4,156.55 for 59 months. The loan balance
of $215,000 is reflected as an asset as of December 31, 2005.

NOTE E — PROPERTY AND EQUIPMENT
Property and equipment consisted of the following at December 31, 2005 and 2004:

2005 2004

Land and Buildings. . .. .............. ... ... . .. . .. ... $ 25,656,308 $ 17,602,295
Furniture and Fixtures . . .. ..o o ittt e e e 12,100,859 11,170,447
Leasehold improvements . . . ... ... ... ... ..., 15,086,878 16,809,949
Machinery and equipment . . . ......... ... . e 40,069,823 32,535,963
Computer hardware and software. . . ..................... ... 21,297,577 21,557,104

114,211,445 99,675,758
Less accumulated depreciation. ... ........... ...t (40,946,333)  (35,769,487)

$ 73,265,112 $ 63,906,271

Depreciation of property and equipment for the years ended December 31, 2005, 2004, and 2003,
amounted to $12,858,401, $5,483,785, and $3,589,770, respectively. Of these amounts, $4,012,874,
$2,749,330, and $1,771,617, respectively, of depreciation is reflected as a component of direct costs in the
statements of earnings for the years ended December 31, 2005, 2004 and 2003 and the remaining depreciation
is reflected in selling, general, and administrative expenses in the statements of earnings.

In February 2004, the Company purchased from an unrelated party the Miami facility which contains
executive offices, an early stage clinical facility and a clinical laboratory for $12 million. The building was
depreciated from the date of purchase using the straight-line basis over an estimated useful life of 40 years. As
a result of the purchase, leasehold improvements totaling approximately $2.1 million have been reclassified to
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building improvements and were depreciated from the date of purchase using the straight-line basis over the

remaining estimated useful lives of the improvements. !

During the first quarter of 2005, SFBC purchased a vacant building and land adjacent to its Miami
facility for approximately $950,000. In December 2005, SFBC purchased vacant land in Quebec City, Canada
for approximately $1.6 million. !

'

NOTE F — ACCRUED LIABILITIES |

|
Accrued liabilities consisted of the following at December 31, 2005 and 2004: ‘

2005 i004
Salaries, bonuses, and benefits(1) . . ....... ... ... ... . . ... $13,103,051 $ 7,:569,801
Professional fees . . ... ... 2,579,019 1,502,387
Deferred TNt . . . oo o v oottt et e 2,244,210 2,439,930
S AT 1,246,948 1,477,932
Value added tax . . . .. . ..o i 1,609,404 | —
PharmaNet 401(k) Plan . ........ ... . .. .. 544,652 ! —
Other . . .ot 3,794,659 2,599,748

$25,121,943  $15.589,798

(1) Includes $3,825,000 related to severance agreements.

NOTE G — DEBT AND CAPITAL LEASES
Convertible Senior Notes Payable

In August and September 2004, SFBC issued $143,750,000 aggregate principal amount of its 2.25% con-
vertible senior notes due 2024. SFBC’s net proceeds after repurchasing 820,000 shares of its common stock
and transaction costs were approximately $113.0 million. Interest is payable on the notes semi- annually in
arrears on February 15 and August 15 of each year beginning on February 15, 2005. The notes are convertible
into cash and, if applicable, shares of SFBC’s common stock based upon an initial conversion rate of
24.3424 shares per $1,000 in principal amount of notes not to exceed 3,086,445 shares, subject to adjustment
in certain circumstances. This results in an initial conversion price of approximately $41.08 per share. The
notes are convertible at any time prior to the date of maturity and, upon conversion, holders of the notes will
be entitled to receive cash up to the principal amount of the notes and, if applicable, shares of common stock
pursuant to a formula contained in the notes. Upon a fundamental change, as defined in the notes, holders may
require SFBC to repurchase all or a portion of their notes for cash at a repurchase price equal to 100% of the
principal amount of the notes to be repurchased, plus accrued and unpaid interest. If a fundamental change
occurs prior to August 15, 2009, SFBC is required to pay, in addition to the repurchase price, a make-whole
premium in cash and/or common stock. On or after August 15, 2009, SFBC may at its option redeem the
notes in whole or in part for cash at a redemption price equal to 100% of the principal amount of the notes to
be redeemed plus accrued and unpaid interest. On each of August 15, 2009, August 15, 2014 and August 15,
2019, holders may require SFBC to purchase all or a portion of their notes at a purchase price in; cash equal to
100% of the principal amount of the notes to be purchased plus accrued and unpaid interest. Thei notes are
unsecured senior obligations and are effectively subordinated to all of SFBC’s existing and future secured
indebtedness and to all existing and future liabilities of SFBC subsidiaries (including trade payables). The
Company capitalized all costs related to the issuance of debt, including approximately $1.1 million in one-
time bonuses paid to executives directly related to the securing of the notes and credit facility described below
and amortizes the costs on a straight-line basis over the expected term of the debt which approximates the
effective interest method. ’
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Credit Facility |

On December 22, 2004, the Company entered into a $160.0 million credit facility from a syndicate of
banks arranged by UBS Securities LLC. The facility consisted of a term loan in the amount of $120.0 million
and a revolving line of credit in the maximum amount of $40.0 million. Borrowings under the facility
provided a portion of the consideration used to acquire 100% of the stock of PharmaNet.

On June 14, 2005, the Company entered into a $90.0 million amended and restated credit facility
amending and restating the original credit facility. As a result of this amendment, the Company eliminated the
term loan portion of the original facility and increased the amount of the revolving line of credit under the
original facility from $40.0 million to $90.0 million. Also, as a result of this amendment, the Company
incurred a non-cash write-off of approximately $1.1 million of deferred loan costs. The amendment also gave
the Company the ability to expand the facility through the addition of an unfunded $50.0 million accordion
feature. The amended and restated credit facility matures in December 2009.

Prior to the amended and restated credit facility, the Company had approximately $49.0 million due under
the term loan and $5.0 million due under the revolving credit portion of the facility. The Company used
approximately $30.0 million of its existing cash, not including payment of accrued interest and closing costs,
and borrowed $19 million under the revolving credit facility to repay the term loan. As of the close of
business on December 31, 2005, the Company’s outstanding balance under the new revolving credit facility
was $17.0 million. Prior to the amended and restated credit facility, the facility bore interest at the rate of
300 basis points above LIBOR for the term loan and 275 basis points above LIBOR for the revolving credit
facility. The Company was also required to make quarterly principal payments and, beginning January 1,
2006, sweep 50% of the Company’s excess cash flow, as defined, to reduce the principal balance of the term
loan. Under the amended credit facility, the interest rate was reduced from 275 to 225 basis points above
LIBOR, no principal payments are required until maturity in December 2009, and the excess cash flow sweep
requirement was effectively eliminated.

Under the terms of the amended and restated credit facility, the Company must comply with certain
restrictive covenants requiring it to maintain certain leverage, interest coverage and fixed charge coverage
ratios and limiting its annual capital expenditures. The amendment contains certain covenants that restrict, or
may have the effect of restricting, its payment of dividends. ’

On August 19, 2005, the Company amended its amended and restated credit facility. As a result of this
first amendment, the Company amended its definition of consolidated interest expense.

On November 28, 2005, the Company again amended its amended and restated credit facility. The second
amendment provides the Company the ability to spend up to $30.0 million. In connection with the second
amendment, SFBC’s board of directors changed its stock buyback program from a share limit of
1,000,000 shares to a dollar limit of the number of shares which can be purchased for an aggregate of
$30 million.

At December 31, 2005, SFBC was in default under provisions of its credit facility. It exceeded the
allowable capital expenditure limitation by acquiring approximately $22.5 million of capital assets; the limit
for 2005 was $22.0 million. Additionally, the $20.3 million goodwill impairment charge and the approximately
$3.8 million of severance charges entered into effective on December 31, 2005 caused SFBC to violate certain
debt covenants. The lenders have waived all violations as of December 31, 2005 and are continuing to
negotiate new covenants. There is no assurance the Company will be successful in these negotiations. Pending
an amendment of the credit facility, SFBC may not borrow further under the facility. The principal balance
due at December 31, 2005 was $17.0 million, which is classified as a current liability in accordance with EITF
86-30, “Classification of Obligations When a Violation is Waived by the Creditor,” as it is expected that the
Company will be in violation of its loan covenants at March 31, 2006.
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The credit facility is guaranteed by each of the Company’s United States subsidiaries, and is secured by a.
mortgage on its facility in Miami, Florida, a pledge of all of the assets of its United States operations and
United States subsidiaries, and a pledge of 65% of the stock of certain of its foreign subsidiaries. The
United States assets collateralizing the credit facility are approximately $455.0 million.

Capital Leases Obligations, Long-term Debt and Notes Payable

Capital Lease Obligations, Long-term Debt and Notes Payable consisted of the following at December 31,
2005 and 2004: :

2005 © 2004

Capital lease obligations . . .. ...t $ 7,016,621 $ :8,032,721
Long-term Debt, classified as current at December 31, 2005 ... ... © 17,000,000 125,000,000
Convertible Senior NOtES . . ..o v ittt e e e 143,750,000 14{3,750,000
Notes payable —other . ....... ... ... .. ... ... ... ... .... 455,991 . 734,589

168,222,612 277,517,310
Less current portion . .. .. .ov vt e 20,032,818 118,25'7,288
Long-term portion .......... ... ... i $148,189,794  $259,260,022

Notes payable — other of $455,991 is comprised of a promissory note payable to the former shareholders
of a Canadian subsidiary in two annual, equal and consecutive installments of $227,996, including interest
accrued at the Bank of Montreal’s prime rate plus 2%, commencing on July 7, 2006. !

The Company leases a substantial portion of its scientific equipment under capital lease arrangements
from different lessors. As of December 31, 2005, the Company had 15 leases varying in length between
36 and 60 months at annual lease rates ranging up to 8.75%, and requiring monthly payments ranging from
$4.,200 to $52,000. The latest maturity date on the final lease is December 2009

December 31,

2005 - 2004
EQUIPIMENT . . . o oottt e et et e e e $16,486,914  $14,485,810
Less: Accumulated Depreciation. . . .......... ... .. .. .. ..... (6,416,757) (5,076,913)

© $10,070.157  $ 9,408,898
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The following is a schedule of future minimum lease payments under capital lease obligations as of
December 31, 2005:

Amount
2000 . e $ 3,071,051
2007 L e 2,633,921
2008 L e 1,095,811
2000 L e 647,797
2010 and thereafter. . . ... .. . . . 84,044
Total minimum lease payments. . .. ... ... . .. e 7,532,624
Less: Amount representing Interest . . . .. ..ottt e (516,003)
Present value of minimum lease payments. . ... ....... ... ... .. 7,016,621
Less: Current portion . . . .. ..o e (2,804,822)
Long — term obligation under capital leases . .. ....... ... .. ... . . ... $4,211,799

NOTE H — COMMITMENTS AND CONTINGENCIES
Leases

The Company leases its office facilities and certain equipment under non-cancelable operating leases. The
leases expire over the next 10 years and contain provisions for certain annual rent escalations. The
approximate future minimum annual combined lease payments for both equipment and facilities leases for
years subsequent to December 31, 2005 are as follows:

20006 . . .. $13,999,772
2007 L e e 13,131,266
2008 . . 10,960,248
2000 . . 9,296,537
2000 . e 8,902,496
Thereafter . . .. .. o e 14,797,987

$71,088,306

Total rent expense for the years ended December 31, 2005, 2004, and 2003 was approximately
$15,162,000, $3,956,000, and $3,244,000, respectively.

Litigation and Inquiries

In July 2005, the National Association of Securities Dealers, Inc., or NASD, advised us that it had
referred its files to the Securities and Exchange Commission with regard to the NASD’s review with trading
activity in our stock prior to our November 3, 2004 announcement of our proposed acquisition of PharmaNet.
SFBC had previously been advised that the NASD Amex Regulation Division conducted a similar review with
regard to its options, but the Company has not heard further from them.

In late December 2005, the SEC staff wrote to us requesting various documents principally relating to
compensation payable to the Company’s former president and chairman, to compensation payable to another
former vice president of legal affairs relating to his compensation and that of his family, to other information
relating to the former officer duties and to the Independent Counsel’s Report. In addition, on March 28, 2006,
the SEC staff wrote to SFBC requesting various documents principally relating to related party transactions,
compensation of, and other arrangements with, family members of certain of the Company’s employees,
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internal control and other accounting policies, SFBC’s initial public offering, the Form 8-K filed oﬁ June 8,
2003, transcripts of all analyst and investor conference calls and all minutes of all board meetings, 1nc1ud1ng
commiftee meetings, since January 1, 2000. '

In early November 2005, Bloomberg Magazine published a feature article on the drug development
services industry, which article contained critical allegations about the Company’s Miami facility. Following
the Bloomberg Magazine article, the United States Senate Finance Committee (“Committee”) requested
documents from the Company and requested to interview two former employees, including the former
chairman of the board and president. The Company voluntarily provided documents to the Committee and
these two former employees met with the Staff of the Committee. On February 8, 2006, the Commiittee made
another request for documents and information relating to, among other things, the Company’s standard
operating procedures, former employees, the institutional review boards SFBC use, and the SEC Staff inquiry
discussed above. The Committee Staff also requested to meet with the Company’s former chief executive
officer. Although the Committee has no direct regulatory authority over SFBC, it does have the power to
recommend legislation that could affect SFBC’s industry. SFBC cannot predict what, if any, further action the
Committee or its Staff will take or whether any legislation will be passed into law. Nonetheless, each time that
the Committee Staff’s written requests are made public, it has an adverse effect upon the Company’s common
stock price. Moreover, legal fees incurred to comply with the Senate Finance Committee requests are not
covered by insurance and if continuing could have a material adverse effect on future proﬁtability.%

Beginning in January, 2006, a number of class action lawsuits have been filed in the United gtates
District Court for the Southern District of Florida and the United States District Court for the District of
New Jersey alleging that the Company and certain of its current and former officers and directors fviolated
Sections 10(b) and 20(a) of the Securities Exchange Act of 1934, and Rule 10b-5 thereunder. The suits allege
that the defendants misrepresented the Company’s business conditions, prospects and financial results and
failed to disclose the Company’s allegedly improper and reckless business practices, such as improper
recruiting practices and mismanagement of clinical trials. The class action complaints sought a class period for
those persons or institutions that acquired the Company’s common stock either from August 4, 2003 through
December 15, 2005 or from February 17, 2004 through December 15, 2005. The Company intends to
vigorously defend against all of these lawsuits. All of these class actions are in the process of being
consolidated and transferred to the United States District Court for the District of New Jersey in 2006. Based
on the information currently available, management does not believe that the lawsuit will have a material
adverse effect on the financial condition, results of operations or business of the Company. Howel{/er, as the
outcome of this matter is difficult to predict, significant changes in the estimated exposures could occur.

Beginning in late 2005, a number of stockholder derivative complaints were filed in the Umted States
District Court for the Southern District of Florida and the Circuit Court of Miami-Dade County, Florida
against certain current and former officers and directors of the Company, as well as the Company (as a
nominal defendant) for violations of state and federal law, including breach of fiduciary duty, abuse of control,
gross mismanagement, waste of corporate assets, unjust enrichment, disgorgement under the Sarbanes-Oxley
Act of 2002 and violation of Section 14(a) of the Securities Exchange Act of 1934. These compl‘laints alleged
that the individual defendants misrepresented and engaged in a conspiracy to misrepresent the Company’s
business condition, prospects and financial results, failed to disclose the Company’s allegedly improper and
reckless business practices, such as mismanagement of clinical trials and mistreatment of research participants,
used the Company’s artificially inflated stock to acquire other companies and complete public offerings and
engaged in illegal insider trading. The individuals named as defendants intend to vigorously defehd against all
of these lawsuits. The defendants are seeking to transfer these actions to New Jersey. Based on the information
currently available, management does not believe that the lawsuit will have a material adverse effect on the
financial condition, results of operations or business of the Company. However, as the outcome of this matter
is difficult to predict, significant changes in the estimated exposures could occur.
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In January 2006, the owner of the land upon which a portion of the Company’s Miami Facility is located
commenced an action against the Company seeking a judgment declaring that the Company breached its land
lease with the owner. The complaint alleges that the defaults include issues alleged in the Bloomberg
Magazine article, the structural and building issues raised by the Building Department, the pending Securities
and Exchange Commission Staff inquiry and failure to maintain insurance naming the owner as a co-insured.
The Company has denied that the allegations in the complaint constitute defaults under the lease, and have
asserted multiple defenses including that to forfeit the leasehold at this time with approximately 40 years
remaining on the lease would be inequitable. If the Court nonetheless issues a declaratory judgment in favor
of the plaintiff, the Company will be required to vacate the Miami operations South building and the part of
the annex on the leased land, which would result in a material charge to the Company’s earnings.

On April 12, 2004, MCC Analitica, S.A., or MCC, filed a private criminal complaint in Barcelona, Spain,
alleging that defendant Dr. Maria Cruz Caturla Perales, a former employee of MCC, who is now an employee
and 51% owner of SFBC Anapharm Europe, S.L., misappropriated confidential materials and utilized those
materials at SFBC Anapharm Europe. The Company, through SFBC Europe B.V., own a 49% interest in SFBC
Anapharm Europe. Also named in the private proceedings were Drs. Gregory Holmes and Marc LeBel as legal
representatives of SFBC Anapharm Europe. There are no allegations that Dr. Holmes or Dr. LeBel participated
in the alleged actions or knew of them. Spanish law provides that private individuals may file a criminal
complaint and an examining judge then conducts an investigation te determine whether further proceedings are
warranted. The Company was not named as a party to the proceedings. Spanish counsel has advised us that, in
such counsel’s opinion, it is unlikely that either The Company or its subsidiary, SFBC Europe B.V., will have
liability including possible civil liability. However, there can be no assurances that either the Company or its
subsidiary will not have any liability. In addition, while the Company believes that this matter will not have a
material adverse effect on the business of its joint venture or its investment therein, there can be no assurances
as to that effect. In November 2003, the Company’s Spanish counsel notified the Company that the Criminal
Investigation Court dismissed the proceeding. The Company was advised in February 2006 that an appeal for
reconsideration to the Criminal Investigation Court had been denied. The plaintiff may file an appeal to the
Provincial Court of Appeal.

Employment Agreements

The Company has entered into written employment agreements with certain of its executive officers
which expire at different times in 2007-2008. The agreements provide the employees with an annual salary
and other benefits. They are eligible to receive grants of restricted stock units, options or other equity
incentives and annual bonuses, subject to the approval of SFBC’s Compensation Committee. Additionally, the
written agreements also provide the employees with an option to terminate their agreement and receive lump
sum payments, as defined in the respective agreements, if there is a change in control of the Company or if
they are terminated without cause.

As of December 31, 2005, the Company entered into severance agreements with its then chief executive
officer and president who each resigned as of that date. The Company paid these two executive officers
approximately $3.8 million, one-half of which was received by them in early 2006 and the balance was placed
into the trust account of counsel to the Company to be disbursed on June 30, 2006 unless the Company makes
a claim against the proceeds held in the trust account. The former executives also agreed to a two-year non-
compete and to maintain confidentiality for such period. As a result of entering into the severance agreements
in lieu of terminating these executives without cause, the 31,826 restricted stock units held by them and
unvested options expired.
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Employee Stock Purchase Plan and PharmaNet 401(k) Plan \

On June 21, 2004, SFBC’s stockholders approved the 2004 Employee Stock Purchase Plan {the “ESPP”)
permitting eligible participants (excluding executive officers) to purchase up to 150,000 shares of our common
stock. The ESPP permits employees who are employed for at least 20 hours per week and who have been so
employed for at least three months continuously by SFBC or one of its designated subsidiaries the option of
purchasing common stock from SFBC at a 15% discount from the lower of the fair market value of such
shares at the beginning of an offering period or the fair market value of such shares at the end of the offering
period. Each offering period (except the initial period) is six months. Each eligible employee is granted an
option to purchase such shares at the beginning of each offering period. In May 2005, SFBC’s stfockholders
approved an amendment to the ESPP which increased the total number of shares of our common: stock
available under the ESPP to 250,000 shares. The ESPP is intended to qualify under Section 423 of the Internal
Revenue Code of 1986. As of December 31, 2005 and December 31, 2004, there were 55,039 an‘;d zero shares,
respectively, issued under the ESPP. The ESPP follows IRS guidelines for eligibility. Under the new guidelines
of Statement 123R if the discount exceeds 5% the excess is treated as compensation expense. \'

The Company offers a 401(k) plan to its employees with annual matching contributions. The contribution
level on the matches is determined by the Company’s Board of Directors, and these contributions' vest ratably
over a three-year period. Company matching contributions for all employees for each of the three years ended
December 31, 2005, 2004, and 2003 were $473,920, $453,298, and $122,433, respectively. PharmaNet has
offered a 401(k) plan to its U.S. employees. PharmaNet made matching contributions of approximately
$1.6 million to the plan in 2005. PharmaNet has also provided defined contribution plans for employees of
certain foreign subsidiaries with aggregate contributions of approximately $1.3 million in 2005. ’ﬁhe
Company’s intent is to merge the plans. Effective December 31, 2005, the PharmaNet 401(k) plan was
amended to provide that it will accept no further plan contributions. After such date, PharmaNet émployees
are eligible to participate in the Company’s 401(k) plan. During 2005, the Company discovered that the
PharmaNet 401(k) plan may have sustained certain operational defects. The primary issue relates l;to certain
individuals who previously had a portion of their 401(k) plan account balances invested in PharmaNet stock.
This form of investment dates back to 1998 and the stock fund was liquidated upon the merger of PharmaNet
with the Company in December 2004. During the years that the PharmaNet 401(k) plan held PhalfmaNet stock,
PharmaNNet valued the closely held employer stock periodically, but generally not more frequently than semi-
annually. Because there were purchases and sales of PharmaNet stock on a more frequent basis, there is a
question as to whether such transactions were for fair market value. It is possible that the PharmaNet 401(k)
plan may have paid PharmaNet an amount greater than fair market value for its stock or sold back stock to
PharmaNet at an amount less than fair market value, resulting in reduced values of participants’ aFcounts. The
PharmaNet stock value was determined by the board of directors periodically using procedures that they
believed were reasonable. It should also be noted that the PharmaNet 401(k) plan document required daily
valuation of all plan assets. As a result of this provision and at least one other 401(k) plan provisi(j)n, it appears
that the PharmaNet plan was not operated in accordance with its plan document. PharmaNet has applied with
the Internal Revenue Service to correct these 401(k) plan defects and expects to similarly apply td the
Department of Labor. This process may result in a substantial liability by PharmaNet to its plan participants as
well as related costs. As of December 31, 2005, the Company has accrued $544,652 related to this matter.
However, this amount represents an estimate, and as the outcome of this matter is difficult to predict,
significant changes in the estimated exposure could occur. ‘

Currently the Company’s Canadian operations is contractually committed to build a 100, 000 sq ft.
construction project estimate to cost approximately $15.0 million. ‘
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NOTE I — INCOME TAXES

The Company accounts for income taxes under FASB Statement No. 109, “Accounting for Income Taxes
(FASB 109).” Deferred income tax assets and liabilities are determined based upon differences between
financial reporting and tax basis assets and liabilities and are measured using the enacted tax rates and laws
that will be in effect when differences are expected to reverse.

The components of the income tax provision (benefit) are as follows:

2005 2004 2003
Current:
Federal . . ....... .. . $ 1,731,448  $4,060,842  $2,410,139
Foreign. ... ... 7,042,116 876,479 144,741
State. . ... 1,801,775 477,851 353,839
Deferred. .. ..o (6,078,843) 783,399 (66,759)

$4,496,491  $6,198,571  $2,841,960

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amount of
assets and liabilities for financial reporting purposes and the amounts used for income tax purposes. Significant
components of the Company’s net deferred income taxes are as follows:

Deferred Tax Asset (Liability) — Current

2005 2004

Accounts receivable . . . . ... L $ 303,505 $ 302,933
Accrued EXPENSES . . ... 1,199,798 885,471
Prepaid EXPENSES « . . . oottt e e ©(746,433)  (269,525)
Net temporary differences due to conversion to accrual basis from cash

DaSIS . L (84,720) 173,729
Net operating loss carryforwards .. ........ .. ... . ... .. ... ..., — 2,625,710
Capital loss carryforwards .. . ... .ot 658 658
Other. . .o e (10,193) —
Valuation alloWancCe. . . ... ...t — (156,569)

NEt CUITENt SSEL .« o ottt et e et e e $ 662,615 $3,562,407
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Deferred Tax Asset (Liability) — Long Term

2005 2604

Research and Development Tax Credits Carryforward. .. ......... $ 12,675,923  §$ 10,622,049
Net Operating Loss Carryforwards . .. ....................... 2,580,124 ; —
Deferred compensation . ............... ... ... (8,593) ;15,189
Deferred rent. . . ... ... 682,664 874,462
Foreign tax credits. ... ... .. .. — 535,477
AMT 12X CTedits -« oottt et e — 200,000
NIAMA tax credits. . ... oo e 792,295 —
Advance Payments. . . .. ...ttt i (312,607) (1;47,478)
Depreciation and amortization . ... .............ouuinin..... (6,579,140) (7,433,966)
Deferred tax liability, research and development credits .......... (5,269,958) (4,252,860)
Foreign currency translation adjustment . ..................... (2,700,684) (2,008,748)
Acquired intangible assets ... ... ... ..o e (12,477,363) (14,1359,948)
Other. . ... — (210,072)
Valuation allowance. . . ........ ... ... (541,959) | —

Net non-current (liability). ... .. ......ovureeeeei. .. $(11,159,298)  $(16,165,895)

2005 2004 2003

Income taxes statutory rate . ... ................... $ 3,440,000 9,164,000 $ 4,904,000
State INCOME TAXES . . . v v vt i e it e e 974,000 1,181,000 1,340,000
Goodwill impairment . . . ............. .. ... ... .. 7,110,000 — : —
Permanent differences and other . .. ................ (357,000) 271,000 ; 56,000
Tax on foreign income which differs from US statutory t

1721 1 (1,830,000) — ‘ —
Research and development Tax Credits . . ............ (5,283,000) (4,408,000) (3,458,000)
Valuation allowance . .. ......... ... .. .. 440,000 (9,000) ‘ —

$ 4,496,000 6,199,000  $ 2,842,000

The tax benefits resulting from disqualifying dispositions of shares of common stock acquireci pursuant to
incentive stock options and the exercise of non-qualified stock options have been recorded as additions to
paid-in capital in the amounts of $4,612,417, $1,120,232, and $1,620,740, in 2005, 2004, and 2003,
respectively. ‘

At December 31, 2005, the Company had tax credit carryforwards from the government of C?nada for
incurring research and development expenses of $12,675,923. The tax credits expire as follows: 2013 —
$2,377,299, 2014 — $4,827,085 and 2015 — $5,471,539. The Company has not established a valuation
allowance against the tax credit carryforwards as the Company believes that it is more likely than not that the
benefits will be realized prior to expiration. This belief is based on assumptions about certain expected
changes in the nature of Canadian operations whereby more profits will be generated from activities which do

not generate additional research and development credits. ;

At December 31, 2005, the Company had approximately $3.7 million of federal net operating losses,
which were the result of the PharmaNet acquisition. This net operating loss carryforward will begin to expire
in 2024. These carryforwards are subject to certain limitations under Internal Revenue Code Section 382 due
to the change in ownership; however, the Company does not expect the limitations to materially ir;npact the
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utilization of the carryforwards. The Company also has approximately $6.0 million of state net operating
losses that will begin to expire in 2011. The Company has not established a valuation allowance against the
net operating loss carryforwards, as the Company believes that it is more likely than not that the benefits will
be realized prior to expiration. In addition, the Company had approximately $3.2 million of foreign net
operating losses that will begin to expire in 2006. The Company has determined that a significant portion of
these net operating losses will not be realized prior to expiration, and therefore has recorded a valuation
allowance of $541,959 against these related deferred tax asset.

At December 31, 2005, the Company had approximately $800,000 of state tax credits related to
PharmaNet. These credits are carried forward indefinitely, and as such the Company has determined that a
valuation allowance against these credits was not required.

The United States and foreign components of earnings (loss) before income taxes are as follows for the
years ended December 31:

2005 2004 2003
United States . .......... . . i (18,556,280) $13,105,488  $ 6,803,031
Foreign....... .. .. .. i 28,383,977 13,077,916 7,620,637

9,827,697  $26,183,404  $14,423,668

NOTE J — EQUITY
Secondary Public Offerings

On March 15, 2005, the Company and certain executive officers of the Company sold 3,500,000 shares of
SFBC common stock at $38.00 per share. The Company sold 3,078,000 shares; and the executive officers sold
422,000 shares. In addition, SFBC granted the underwriters an option to purchase up to an additional
525,000 shares of common stock to cover over-allotments, which was not exercised. The net proceeds to
SFBC from the offering after expenses were approximately $108.2 million, of which SFBC used $70.0 million
to repay a portion of its outstanding term loan under its credit facility on March 17, 2005 and an additional
$38.0 of offering proceed to repay the line of Credit in conjunction with the amendment of the credit facility
in June 200S5. The Company incurred a non-cash charge of approximately $3.3 million related to the write-off
of deferred charges due to repayments on the term loan in 2005.

Stock Based Compensation

In June 1999, the Company established a stock option plan which is called the 1999 Stock Plan (the
“Plan”). The Plan provides for the Company to issue options, restricted stock, and stock appreciation rights
(collectively, the “Awards”) to employees, directors and consultants of the Company. The issuance and form of
the Awards are at the discretion of the Company’s board of directors, except that the exercise price of options
or stock appreciation rights may not be less than the fair market value at the time of grant.

In June 2004, SFBC amended the Plan to broaden the types of awards which could be granted under the
Plan to include grants of restricted common stock, restricted stock units and stock appreciation rights in
addition to non-qualified and incentive stock options.

In December 2005, the Board of Directors established a Shareholder Rights Plan which has a tendency to
deter hostile takeovers. The Board of Directors authorized the distribution to our stockholders of one right for
each share of our common stock outstanding. Generally, each right entitles the holder to purchase from us a
unit consisting of one one-thousandth of a share of Series A Junior Participating Preferred Stock at a purchase
price of $130 per unit. In the event that a person or group of affiliated or associated persons acquires 15% or
more of the Company’s common stock, or there is a tender offer that would result in such 15% acquisition,
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each holder of a right is entitled upon exercise to receive common stock having a value of two tlmes the
exercise price of the right. However, the persons acquiring the shares or effecting the tender offer shal] have
no such rights and would therefore be diluted. Further, in the event of a merger or sale of a majonty of the
assets of the Company, similar rights are triggered with regard to shares of the acquiring company. '

The Company recently began issuing restricted stock as the primary equity component of long-term
incentives awarded to its senior management. In 2005, the Company issued 52,115 restricted stock units to
five officers; with the Severance Agreements of two officers entered into as of December 31, 2005, 31,826
restricted stock units terminated without vesting. Issuance and delivery of these restricted stock units is
deferred to a later date subsequent to termination of employment. These shares are included in the Com.pany’s
calculation of diluted earnings per share. Based upon the recommendation of an independent compensation
consultant retained by the Compensation Committee of the Board of Directors, grants of restricted fstock units
were valued at a premium to the market price (resulting in the issuance of fewer shares). In the future, that
may change if our competitors and others begin using a different valuation model. These shares were valued at
$32.18 per share for financial statement purposes and are being amortized ratably as compensatlon expense in
the Company’s financial statements over a three year period.

In the fourth quarter of 2003, the Company issued 10,500 shares of restricted common stock to an
employee and a senior vice president of the Company in connection with their employment agreements. Also,
the Company agreed to grant the officer 27,000 additional restricted shares based upon continuing employment
over a four year period. All 37,500 restricted shares were considered issued for financial statement purposes.
The stock vested over three to four years. The senior vice president resigned in January 2005 and the
27,000 shares to be issued in the future were cancelled for accounting purposes as of December 31 2004.

Generally, grants of restricted stock and options vest over a three year period and expire in lQ years or
three months after separation of service, whichever occurs earlier. Beginning in 2004, the Company began
shortening the term of its options to five years and, in some cases, shortening the vesting period in anticipation
of the effectiveness of FASB Statement No. 123(R). In August 2005, SFBC accelerated the vesting of 462,059
options granted to 15 key PharmaNet employees. Notwithstanding this, these employees may not s:ell the
underlying common stock prior to the original vesting dates, except to the extent necessary to pay;the exercise
price. The Company believed that because the options which were accelerated had exercise prices'in excess of
the current market value of its common stock, the options had limited economic value and were not fully
achieving their original objective of incentive compensation and employee retention and the acceleration may
have a positive effect on employee morale. The acceleration was also to enable the Company to avoid
recognizing compensation expense associated with these options in future periods in our consolidated
statements of operation upon adoption of Statement 123(R) on January 1, 2006. The aggregate pre-tax expense
associated with the accelerated options that would have been reflected in the Company’s consolidated
statement of earnings in future fiscal years is approximately $4.1 million. Ultimately, once the Company
begins to implement Statement 123(R) on January 1, 2006, the accounting estimates for stock options may
change. The acceleration of the vesting of these options did not result in a charge based on accou‘hting
principles generally accepted in the United States. r

In conjunction with the acquisition of PharmaNet, SFBC issued a total of approximately 465,000 options
to 12 key PharmaNet executives in connection with their employment agreements. Of these options, 330,000
exercisable at $44.39 were cancelled in March 2006 in conjunction with the grant of 300,000 resmcted shares
of common stock or restricted stock units (at the election of the grantee) to 11 of the executives as well as
seven other executives. See Note N, Subsequent Events. ;

In June 2004, the Company’s stockholders approved and ratified an increase of 300,000 shar:es of
common stock under the Plan. In June 2005, our stockholders approved and ratified another amendment to the
Plan increasing the number of Stock Rights under the Plan by 300,000 shares. As of December 31 20105, there
were 216,064 Stock Rights available for issuance. :
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A summary of the Company’s stock option activity and related information for the years ended
December 31, 2005, 2004, and 2003:

2005 2004 2003
Weighted- Weighted- Weighted-
Average Average Average
Number of Exercise Number of Exercise Number of Exercise
Options Price Options Price Options Price
Outstanding at beginning of year . . 2,171,748 $25.97 1,499,702 $ 949 1,908,025 $ 8.89
Granted................ ... 494,640 25.05 1,253,447 36.85 67,500 13.25
Exercised ... ..., (250,284)  10.20 (540,395) 7.09 (435,447) 6.82
Forfeited . . ..o, (93,040)  33.71 (41,006) 7.20 (40,376) . 14.89
Outstanding at end of year. .. .... 2,323,064 $27.07 2,171,748 $25.97 1,499,702 $ 9.49
Exercisable at end of year . .. .... 2,271,481 $26.95 1,435,909 $23.22 1,105,626 $ 9.18
The following information applies to options outstanding at December 31, 2005:
Options Outstanding Options Exercisable
Weighted-
Average Weighted- Weighted-
Remaining Average Average
Contractual Exercise Exercise
Range of Exercise Prices Shares Life Price Shares Price
$400-%1299. ... ... .l 493,014 6.23 $9.88 490,514 $ 9.87
$1386-819.89. .. ... ... ... 468,169 5.68 $15.01 457,420 $14.95
$23.67-8$3863. . ... ... .. 533,792 3.98 $29.35 495,458 $28.68
$4039-344.43. . ... 328,089 3.98 $42.66 828,089 $42.66
2,323,064 2,271,481

In late December 2005, the Company issued 263,544 vested options to 119 employees.

Other

In November 2005, SFBC announced that its Board of Directors had approved the repurchase of common
stock totaling up to $30.0 million. A total of 606,300 shares were purchased in November and December 2005
at an average price of $20.49. In March 2006, the Company retired these shares.

In August and September 2004, SFBC sold $143.75 million of its 2.25% convertible senior notes due
2024, Simultaneously with the offering in August, SFBC repurchased and retired 820,000 shares of its
common stock at $30.43 per share. The August 2004 repurchases were a one-time event which occurred in
conjunction with the initial issuance of the convertible senior notes.

NOTE K — BUSINESS COMBINATIONS
PharmaNet, Inc.

On December 22, 2004, SFBC closed the Amended and Restated Agreement and Plan of Merger (the
“Merger Agreement”) with PharmaNet, pursuant to which SFBC merged with PharmaNet (the “Merger”) for
initial consideration of approximately $245.0 million plus approximately $3.6 million representing Pharma-
Net’s estimated working capital. Acquisition costs were approximately $8.0 million.

As a result of the Merger, PharmaNet has become a wholly-owned subsidiary of SFBC. Under the terms
of the Merger Agreement, approximately 7.5% of the merger consideration was placed in escrow pending
receipt of an audited closing date balance sheet. Additionally, the Company established a payable of
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approximately $5.5 million due to former PharmaNet stockholders as additional consideration pursdant to the
Merger Agreement with PharmaNet. The Merger Agreement provided that additional merger consideration
was payable if working capital at the closing date, as determined, exceeded an agreed upon amount. The
$5.5 million accrual was the net liability after taking into account the $3.6 million payment in December
2004, as discussed above. On July 1, 2005, the Company paid the $5.5 million.
I

Simultaneously with the closing of the Merger, SFBC closed a syndicated $160.0 million credit facility
consisting of a $120.0 million term loan and a $40.0 million revolving line of credit. SFBC borrowed
$125.0 million under the credit facility and used approximately $134.0 million of its existing cash to fund the
balance of the Merger consideration. i

|

In conjunction with the acquisition, SFBC required 14 key members of PharmaNet’s executiveicommittee
to purchase a total of approximately 259,000 restricted shares of SFBC’s common stock for approxfmately
$8.9 million at an agreed-upon price of $34.33 per share. As a result $1.6 million was recorded as goodwill.
As part of the Merger, SFBC issued a total of approximately 465,000 options to 12 key PharmaNetfexecutives
in connection with their employment agreements. Of these options, 330,000 exercisable at $44.39 were
cancelled in March 2006 in conjunction with the grant of 300,000 restricted shares or restricted stoek units of
common stock (at the election of the grantee) to 11 of the executives as well as seven other executives. See
Note N, Subsequent Events. The options are exercisable at a price of $40.39 per share. The fair value of the
options of $6,922,214 has been recorded as additional goodwill. ‘

The acquisition was accounted for as a purchase in accordance with SFAS 141 and accordingl);, the
purchase price was allocated based on the estimated fair market values of the assets and liabilities dcquired.
Goodwill of approximately $226.2 million is attributable to the general reputation of the business and the
collective experience of the management and employees. With the exception of the amortization of lvseparately
identifiable intangible assets, the results of operations of PharmaNet from December 22, 2004 through
December 31, 2004 were immaterial and are not included in the accompanying statement of earmngs The
following table summarizes the fair values of the assets acquired and liabilities assumed at the date of

i
achISltIOH |
I
I

CUITENE ASSELS .« + o v v e e e e e e e e e e e e e e e e e $ 69,194,0()0
Property, plant, and equipment . . .. . ... . 14,167,000
Intangible assets. . . .. ..o 32,650,000
GoodwWill . . .. e 226,213 1,000
Other ASSElS . . . i ottt e 2,556,000
Total assets acquired ... ... . . 344,798,0()0
Current Habilities . . . . . ... . e (54,256,000)
Total liabilities assumed . . . . ... o (94,194,000)

Net assets acquired . ... ... o $250,604,000

Of the $32,650,000 of acquired intangible assets, $18,050,000 was assigned to trade names, $]JO,139,000
was assigned to contracts and customer relationships, $3,859,000 was assigned to technology and $602,000
was assigned to non-compete agreements. All of these intangible assets are subject to amortization, except
trade names. Contracts and customer relationships, technology and non-compete agreements have alweighted
average useful life of 6.25 years. ‘

_ Goodwill of $226.2 million and intangible assets of $32.7 million are not deductible for tax purposes.
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Taylor Technology, Inc.

In July 2004, SFBC acquired Taylor Technology, Inc. (“TTI”), a company based in Princeton, NJ offering
quantitative bioanalytical mass spectrometry services primarily in pre-clinical and Phases I — IV of drug
development for the pharmaceutical industry. SFBC paid TTI shareholders approximately $16.92 million in
cash and 133,595 shares of restricted common stock of SFBC. Of the total consideration, $1.0 million in cash
and 33,566 shares of common stock of SFBC, valued at approximately $1.0 million, was placed in escrow and
subject to final confirmation and verification that TTI's opening balance sheet after adjustments, if any at the
acquisition closing date reflected a minimum of $3.0 million in net assets. The escrow property was distributed
to former TTI stockholders in 2005. Concurrently, SFBC entered into long-term employment agreements with
the senior management of TTI, including its president and founder Dr. Paul Taylor.

The acquisition was accounted for as a purchase in accordance with SFAS 141 and accordingly, the
purchase price was allocated based on the estimated fair market values of the assets and liabilities acquired.
Goodwill of approximately $14.9 million is attributable to the general reputation of the business and the
collective experience of the management and employees. The results of operations of TTI from July 25, 2004
through December 31, 2004 are included in the accompanying statement of earnings. The following table
summarizes the fair values of the assets acquired and liabilities assumed at the date of acquisition:

CUITENL BSSEES .« « v v v v v e e e e e e e e e e $ 2,213,000
Property, plant, and equipment . . . .. ... ... e 3,808,000
Intangible assets . .. . ... ... 2,949,000
GoodWill . . . o e 14,941,000
Other ASSElS . .ttt e e e 224,000
Total assets acquired . . ... ... 24,135,000
Current Habilities . . . . . . . ... e (3,109,000)
Total liabilities assumed. . . . ... 0 (3,394,000)
Net assets acqUired . . ..o\ vttt e $20,741,000

Of the $2,949,000 of acquired intangible assets, $1,648,000 was assigned to client backlog and client
relationships, $847,000 was assigned to methodologies and $454,000 was assigned to internally developed
software. All of these intangible assets are subject to amortization. The client backlog and client relationships
have been assigned a useful life of six years, the methodologies have been assigned a useful life of five years
and the internally developed software has been assigned a useful life of five years.

Goodwill of $14.9 million is deductible for tax purposes.

Under the terms of the acquisition agreement with the Company, TTI shareholders were required to
deliver $3.0 million in working capital, as defined, to the Company. This amount was subject to a one year
measurement period subsequent to the July 2004 closing to record adjustments, if any, to amounts delivered to
the Company in July 2004. On August 2, 2005, the Company paid former Taylor Technology shareholders
approximately $557,000 for delivering to the Company working capital in excess of the $3.0 million level.
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Unaudited Pro Forma Results

Unaudited pro forma results of operations after giving effect to certain adjustments resulting from the TTI
and PharmaNet 2004 acquisitions were as follows for the years ended December 31, 2005 and 2004 as if the
business combinations had occurred at the beginning of each period presented. i

2005 2004

(Unaudited) !
Netrevenue(l) . . ..o v it e $429,592,948  $341,826,154
Netearnings. . ... ...t $ 4,778,805 $ 16,681,287
Earnings per share —basic. .. ......... ... .. ... ... .. ...... $ 027 § | 1.08
Earnings per share — diluted . . . .. ... oooree e $ 026 $ | 104

I

(1) Includes reimbursed out-of-pockets. t

The pro forma data is provided for information purposes only and does not purport to be indicative of

results which actually would have been obtained if the combinations had been effected at the begmmng of
each period presented, or of those results which may be obtained in the future.

The following is a schedule of accrued purchase consideration included in the accompanying Balance
Sheet as of December 31, 2005 and 2004: ;
2005 2004

Earnout related to Clinical Pharmacology Associates acquisition . . . . .. $ —  $ 4,600,()00
Earnout related to New Drug Services acquisition. . . .............. 2,000,000 ?O0,000
Purchase price adjustment related to TTI acquisition. .............. — 606,941
Purchase price adjustment related to PharmaNet acquisition ......... — 5,359,416

$2,000,000 $10,266,357

|

NOTE L — GEOGRAPHIC INFORMATION

The following table sets forth the composition of the Company’s direct revenue by geographrc region for
the years ended December 31, 2005, 2004, and 2003 as well as the location of the Company’s property and
equipment as of December 31, 2005 and 2004.

2005 2004 2003
United States .. ...... ... ... .. . ... $186,800,956 $ 71,038,447 § 54,524,()75
Canada............ .. i 88,739,721 76,100,669 50,223,298
Burope ....... .. ... 54,945,330 3,169,942 ' 54,063
Restof World . . ....... ... ... ... ... ... 6,139,528 — } —
336,625,535 150,309,058 104,801,436
Eliminations . . ........... ... .. .. ... .. ... (1,874,977) (1,389,685) (948,900)

Consolidated direct revenue. . . ... ............ $334,750,558  $148,919,373  $103,852,536
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Property and equipment, net

2005 2004
United States . . ... ... $40,224,945  $35,456,449
Canada . ... .. e 26,172,979 22,281,156
Burope. . ... 5,932,362 5,293,015
Restof world. . ... .. .. .. . 934 826 875,651

$73,265,112  $63,906,271

All United States revenue is derived from sales to unaffiliated clients. Geographic area of sales is based
primarily on the location from where the client is located.

NOTE M — SEGMENT REPORTING

The Company has two reportable segments: early stage clinical development and late stage clinical
development. In early stage clinical development services, the Company specializes primarily in the areas of
Phase I and early Phase II clinical trials, bioanalytical laboratory services and clinical laboratory services.
Late-stage development services include services of PharmaNet, which provides late Phase II through Phase IV
services, including clinical operations, data management and biostatistics, regulatory, medical and scientific
affairs, and consulting.
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|
The accounting policies of the reportable segments are the same as those described in Noté A.

t
|
|

ERarly Stage Late Stage Other Reconciling :
Development Development Ttems(1) ! Total
Direct revenue
2005. . ... $177,221,149  $157,529,409 — $334,750,558
2004. .. ... L $135,044,464  $ 13,874,909 — $148,919,373
2003, ... $ 85,653,817 $ 8,130,378 — $ 93,784,195
Depreciation and !
amortization(2) 1
2005. ... . $ 8923473 § 7,914,293 — $ 16,837,766
2004. .. $ 6,620,936 $ 293,369 — $ 6914305
2003, ... $ 4671069 $ 82,539 — § 4,753,608
Goodwill impairment !
2005, ... $ 20,315,300 — — $ 2C,315,300
2004, ... —_ — — i —
2003. .o — — — S
Operating income %
2005. ... $ 14916573 $ 18,311,009 $(12,274,025)  $ 20,953,557
2004. .. $ 33,015,150 § 1,424213 $ (6,910,836) § 27,528,527
2003. ... $ 20,157,748 $ (2,516,730) $ (3,062,163) $ 12},578,855
Interest revenue »
2005. ... $ 381364 § 237496 $ 271,786 $ 890,646
2004. ... ... L. $ 254,981 — $ 1,090,891 $ 1,345,872
2003. .. $ 115453 § 12,346 $ 144,136 $ “ 271,935
Interest expense ‘ :
2005. ... $ 364797 3 15,621 $ 11,636,088 $ 12,016,506
2004, ... $ 366,244 — $ 2324751 $ 2,690,995
2003. ... $ 256486 § 24,437 $ 146,199 $ 427122
Total assets }
2005. ... .. L $204,609,444  $367,927,652 — $572L537,096
2004, . ... $215,893,403  $342,293,707 — $558i,187,110
Capital expenditures :
2005, .. . $ 17482976 § 5,049,614 — $ 22,532,590
2004. .. $ 25974071 § 322,616 — $ 26,296,687
2003, ... $ 6,090,707 % 111,526 — $ 6,i202,233

(1) Represents corporate allocations. )

(2) The early stage segment was housed at the Company’s corporate headquarters in Miami in 20?5, 2004 and
2003. Depreciation associated with the area used for corporate headquarters is considered immaterial and
has been allocated to the early stage segment. :

NOTE N — SUBSEQUENT EVENTS |

In March 2006, SFBC issued 300,000 shares of restricted stock or restricted stock units (at the election of
the grantee) to 18 executives including 15,000 restricted shares or restricted stock units (at the election of the
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grantee) to each of its chief financial officer and senior vice president. Beginning June 30, 2006, the shares or
units vest in equal increments each June 30 and December 31 over a 33 month period subject to continued
employment over the vesting period. Additionally, in January 2006, SFBC issued 20,000 shares of restricted
stock of restricted stock units (at the election of the grantee) to its Chairman of the Board of Directors and
3,000 shares of restricted stock of restricted stock units (at the election of the grantee) to another director. The
shares vest in equal increments over a 12 month period subject to continued service as directors.
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NOTE O — QUARTERLY FINANCIAL DATA (unaudited)

i
f
.

\
b

|
|
|

The following financial information reflects all normal recurring adjustments that are, in the gpinion of
management, necessary for a fair statement of the results of the interim periods. The quarterly results for the

years 2005 and 2004 are set forth as follows:

|
Consolidated Statement of Earnings Quarterly for the year 2005(1) l
|

Direct revenue

Reimbursed
out-of-pockets. . .. ...
Netrevenue . ...........
Costs and expenses
Direct costs

Reimbursable
out-of-pockets . . . . . ..

Selling, general and
administrative
Expenses.........

Impairment of
goodwill . ........

Total costs and
expenses . .. ......
Earnings from operations . .

Other income (expense)

Interest income . . . .. . ..
Interest expense(3) . ..

Total other income
(expense). . .......

Earnings before income
taxes
Income tax expense
(benefit)

Earnings before minority
interest in joint venture . .

Minority Interest in
Joint Venture. ... ..

Net Earnings

Earnings per share:
Basic

Diluted..............

31-Mar 30-Jun 30-Sep 31-Dec Total
$77,306,576  $ 82,378,527 $ 87,507,026 $ 87,558,429 $334,750,558
19,136,369 24,025,879 22,386,016 29,294,126 : 94,842,390
96,442,945 106,404,406 109,893,042 116,852,555 !429,592,948
!
43,894,723 45,649,031 49,013,908 52,581,203 : 191,138,865
19,136,369 24,025,331 22,386,016 29,294,674 [ 94,842,390
21,578,083 24,611,452 25,873,824 30,279,477(2) 5102342,836
— — — 20,315,300 ' 20,315,300
84,609,175 94,285,814 97,273,748 132,470,654 ‘ 408,639,391
11,833,770 12,118,592 12,619,294 (15,618,099) I 20,953,557
397,556 156,776 140,309 196,005 890,646
(5,511,083) (3,052,881) (1,780,407) (1,672,135) f (12,016,506)
i
(5,113,527) (2,896,105) (1,640,098) (1,476,130) | (11,125,860)
{
6,720,243 9,222,487 10,979,196 (17,094,229) : 9,827,697
1,637,658 1,987,730 1,624,389 (753,286) ' 4,496,491
5,082,585 7,234,757 9,354,807 (16,340,943) | 5,331,206
57,682 116,583 192,590 185,546 | 552.401
$ 5024903 $ 7,118,174 $ 9,162,217  $(16,526,489) $ 4,778,805
!
$ 032 §% 039 3 050 $ (0.91) $ 0.27
$ 030 § 038 § 048 § (0.88) % 0.26

(1) During 2005, a clerical. error madé by a PharmaNet, Inc. employee resulted in the overstatemént of net
revenue and net pre-tax income by $609,000 for the quarter ended March 31, 2005. Due to additional
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work performed on the contract in question, the error self-corrected during the quarter ended September 30,
2005 and there was no impact for the results of operations for 2005. Amendments to Form 10-Q for the
periods ended March 31 and June 30, 2005 have been filed with the Securities and Exchange Commission.

(2) Includes approximately $3.8 million of severance charges.

(3) In the first and second quarter of 2005, the Company paid down a significant portion of its debt which
resulted in write-offs of deferred financing costs of approximately $3.3 million.

Consolidated Statement of Earnings Quarterly for the year 2004

Net revenue

Directrevenue . . . ..........
Reimbursed out-of-pockets . . . .

Netrevenue...............
Costs and expenses

Directcosts .............

Reimbursable

out-of-pockets. .. .. ...

Selling, general and
administrative
Expenses ...........
Total costs and expenses . . ...
Earnings from operations . . .
Other income (expense)
Interest income. . .......

Interest expense . .......

Total other income (expense) .

Earnings before income

Earnings before minority
interest in joint
venture . .. ... ...
Minority Interest in Joint
Venture ................
Net Earnings ............

Earnings per share:

31-Mar 30-Jun 30-Sep 31-Dec Total
$30,120,094  $33,329,790  $37,212,516  $48,256,974  $148,919,374
3,365,445 3,088,260 3,148,147 1,063,459 10,665,311
33,485,539 36,418,050 40,360,663 49,320,433 159,584,684
15,398,503 16,909,199 18,724,664 24,760,319 75,792,683
3,365,445 3,088,260 3,148,147 1,063,459 10,665,311
10,034,111 9,850,883 10,816,253 14,896,915 45,598,163
28,798,059 20,848,342 32,689,064 40,720,693 132,056,157
4,687,480 6,569,708 7,671,599 8,599,740 27,528,527
172,686 193,413 401,775 577,999 1,345,872
(105,548) (135,132) (749,565) (1,700,751) (2,690,995)
67,138 58,281 (347,790) (1,122,752) (1,345,123)
4,754,618 6,627,989 7,323,809 7,476,988 26,183,404
1,028,310 1,686,251 2,020,821 1,463,190 6,198,571
3,726,308 4,941,738 5,302,988 6,013,798 19,984,833
— 194,408 32,188 99,346 325,942
$ 3,726,308 § 4,747,330 § 5,270,800 $ 5914452 $ 19,658,891
$ 025 % 031 § 035 § 040 § 1.31
$ 024 % 030 $ 034 § 038 $ 1.25

(1) On July 23, 2004, the Company acquired TTL. On December 22, 2004, the Company acquired PharmaNet.
PharmaNet’s earnings from operations during the period from December 22, 2004 to December 31, 2004
are considered immaterial and have been excluded from SFBC’s consolidated results.

(2) On August 11, 2004, the Company issued $143.75 million of convertible senior notes with an annual interest
rate of 2.25%. On December 22, 2004, the Company borrowed $125.0 million under a new credit facility.
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Balance at Charged  Charged to - Balance at
Beginning to Costs Other ; End of

Description of Period PharmaNet(1) and Expenses Accounts Deductions Period
Year ended December 31, 2005 Reserves

deducted from assets to which they

apply: ‘

Allowance for doubtful accounts. . . . . $554,400 — $569,384 — $(775,54Q) $348,244

Allowance for change in contracts. ... 512,614 — —_— — — 512,614

Deferred tax valuation allowance. . . . . 156,569 — 385,390 — — 541,959
Year ended December 31, 2004 Reserves !

deducted from assets to which they

apply:

Allowance for doubtful accounts . .. .. 461,979 110,283 417,151 —_ (435,013) 554,400

Allowance for change in contracts. ... 512,614 — —_ — — 512,614

Deferred tax valuation allowance. . . . . — 156,569 — — - 156,569
Year ended December 31, 2003 Reserves

deducted from assets to which they

apply: |

Allowance for doubtful accounts. . . . . 589,895 — 71,771 (205,687) 461,979

Allowance for change in contracts. ... 154,024 — 358590 @ — — 512,614

Deferred tax valuation allowance. . . . . — — — — — _

(1) Reflects the additions due to the acquisition of PharmaNet on December 22, 2004.
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